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THE PRESIDENT’S AND OTHER BIPARTISAN 
ENTITLEMENT REFORM PROPOSALS 


THURSDAY, APRIL 18, 2013 

U.S. House of Representatives, 

Committee on Ways and Means, 
Subcommittee on Social Security, 

Washington, DC. 

The Subcommittee met, pursuant to notice, at 9:31 a.m. in Room 
B-318, Rayburn House Office Building, the Honorable Sam John- 
son [Chairman of the Subcommittee] presiding. 

[The advisory of the hearing follows:] 


( 1 ) 
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HEARING ADVISORY 

FROM THE COMMITTEE ON WAYS AND MEANS 

Chairman Johnson Announces Hearing on 
the President’s and Other Bipartisan 
Entitlement Reform Proposals 

B-318 Rayburn House Office Building at 9:30 AM 
Washington, Apr 11, 2013 

Hearing is the First in the Committee’s Hearing Series on Entitlement Reform 

U.S. Congressman Sam Johnson (R-TX), Chairman of the House Committee on 
Ways and Means Subcommittee on Social Security, today announced the first in a 
series of hearings on the President’s and other bipartisan entitlement reform pro- 
posals. This hearing will focus on using the Chained Consumer Price Index to deter- 
mine the Social Security cost-of-living adjustment. This proposal was included in the 
President’s Fiscal Year 2014 Budget, the report by the National Commission on Fis- 
cal Responsibility and Reform, and the report of the Bipartisan Policy Center’s Debt 
Reduction Task Force. The hearing will take place on Thursday, April 18, 
2013, in B-318 Rayburn House Office Building, beginning at 9:30 a.m. 

In view of the limited time available to hear witnesses, oral testimony at this 
hearing will be from invited witnesses only. However, any individual or organization 
not scheduled for an oral appearance may submit a written statement for consider- 
ation by the Subcommittee and for inclusion in the printed record of the hearing. 

BACKGROUND : 

Social Security beneficiaries receive an increase in their benefits, known as the 
cost-of-living adjustment (COLA), each year there is inflation. Prior to 1972, Con- 
gress enacted increases in Social Security benefits on an ad hoc basis. The Social 
Security Amendments of 1972 (P.L. 92-603) established an automatic process for de- 
termining whether a COLA would be provided beginning in 1975. 

The Social Security COLA is based on the percentage change in a measure of in- 
flation known as the Consumer Price Index for Urban Wage Earners and Clerical 
Workers (CPI-W). The percentage change is measured by comparing the highest 
third calendar quarter average CPI-W previously recorded to the average CPI-W 
for the third calendar quarter of the current year. The COLA becomes effective in 
December of the current year and is payable in January of the following year. If 
there is no percentage increase in the CPI-W between the measuring periods, no 
COLA is payable, as happened in 2009 and 2010. In 1975, the CPI-W was the only 
inflation measure produced by the Bureau of Labor Statistics (BLS). Since then, 
other indices have been developed by the BLS. 

In December 1996, a Senate-appointed commission to study the CPI, chaired by 
Michael J. Boskin, Ph.D. (the Boskin Commission) found that both the CPI-W and 
the later developed Consumer Price Index for All Urban Consumers (CPI-U) over- 
stated inflation in a number of ways. The BLS modified the indices to respond to 
a number of the Commission’s recommendations regarding how these two indices 
were measured, but did not address their inability to account for the fact that as 
prices change, consumers will adjust their spending habits across categories of goods 
(e.g., if the price of beef goes up, consumers might buy pork instead). 

In 2002, BLS introduced the Chained Consumer Price Index for All Urban Con- 
sumers (C-CPI-U), which accounts for consumer substitution between CPI item cat- 
egories, as well. According to the 2003 BLS report, Introducing the Chained Con- 
sumer Price Index, the C-CPI-U is “designed to be a closer approximation to a ‘cost 
of living’ index than existing BLS measures.” This index cannot be used to deter- 
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mine Federal program adjustments unless Congress passes, and the President signs, 
legislation permitting the change. 

In announcing the hearing. Social Security Subcommittee Chairman Sam Johnson 
(R-TX) said, “Americans deserve action to protect and preserve Social Secu- 
rity, and the inclusion of Chained CPI in the President’s budget is a wel- 
come acknowledgement that we must take action to shore up the program 
for future generations. Since 2010, Social Security has heen paying more in 
benefits than it receives in revenue. According to the Congressional Budget 
Office, the cash flow deficit for the 10-year period ending 2023 is projected 
to reach $1.3 trillion. Beginning in 2033, Social Security will be unable to 
pay full benefits, according to the Social Security Board of Trustees. In 
other words, when today’s 47-year-old workers reach their full retirement 
age in 2033, they and everyone else already receiving benefits face a 25 per- 
cent benefit cut unless Congress does its job and steps in to fix this prob- 
lem. The President likes to say that if we agree on a policy, then we should 
act and not let our differences hold us up, and I agree. This hearing will 
include a full discussion of a policy with bipartisan support — more accu- 
rately measuring inflation in order to stren^hen the Social Security pro- 
gram.” 

FOCUS OF THE HEARING : 

The hearing will examine proposals by the President and bipartisan groups to 
more accurately measure inflation. 

DETAII.S FOR SUBMISSION OF WRITTEN COMMENTS: 

Please Note: Any person(s) and/or organization(s) wishing to submit for the hear- 
ing record must follow the appropriate link on the hearing page of the Committee 
website and complete the informational forms. From the Committee homepage, 
http:llwaysandmeans.house.govl, select “Hearings.” Select the hearing for which you 
would like to submit, and click on the link entitled, “Click here to provide a submis- 
sion for the record.” Once you have followed the online instructions, submit all re- 
quested information. ATTACH your submission as a Word or WordPerfect docu- 
ment, in compliance with the formatting requirements listed below, by the close 
of business on Thursday, May 2, 2013. Finally, please note that due to the 
change in House mail policy, the U.S. Capitol Police will refuse sealed-package de- 
liveries to all House Office Buildings. For questions, or if you encounter technical 
problems, please call (202) 225-1721 or (202) 225-3625. 

FORMATTING REQUIREMENTS : 

The Committee relies on electronic submissions for printing the official hearing 
record. As always, submissions will be included in the record according to the discre- 
tion of the Committee. The Committee will not alter the content of your submission, 
but we reserve the right to format it according to our guidelines. Any submission 
provided to the Committee by a witness, any supplementary materials submitted for 
the printed record, and any written comments in response to a request for written 
comments must conform to the guidelines listed below. Any submission or supple- 
mentary item not in compliance with these guidelines will not be printed, but will 
be maintained in the Committee files for review and use by the Committee. 

1. All submissions and supplementary materials must be provided in Word or WordPerfect 
format and MUST NOT exceed a total of 10 pages, including attachments. Witnesses and sub- 
mitters are advised that the Committee relies on electronic submissions for printing the official 
hearing record. 

2. Copies of whole documents submitted as exhibit material will not be accepted for printing. 
Instead, exhibit material should be referenced and quoted or paraphrased. All exhibit material 
not meeting these specifications will be maintained in the Committee files for review and use 
by the Committee. 

3. All submissions must include a list of all clients, persons and/or organizations on whose 
behalf the witness appears. A supplemental sheet must accompany each submission listing the 
name, company, address, telephone, and fax numbers of each witness. 
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The Committee seeks to make its facilities accessible to persons with disabilities. 
If you are in need of special accommodations, please call 202-225-1721 or 202-226- 
3411 TTD/TTY in advance of the event (four business days’ notice is requested). 
Questions with regard to special accommodation needs in general (including avail- 
ability of Committee materials in alternative formats) may be directed to the Com- 
mittee as noted above. 

Note: All Committee advisories and news releases are available on the World 
Wide Web at http:llwww.voaysandmeans.house.govl . 


Chairman JOHNSON. Good morning. Thank you all for being 
here. This is the first in the Committee’s hearing series on the 
President’s and other bipartisan entitlement reform proposals. 

We need to protect and preserve Social Security. That is what 
this Committee is all about. 

According to the Social Security Board of Trustees, beginning in 
2033, Social Security will be unable to pay full benefits. In other 
words, when today’s 47 year old workers reach full retirement age 
in 2033 and everyone else is already receiving benefits, they will 
face a 25 percent benefit cut unless Congress reforms Social Secu- 
rity, which we can do. 

The inclusion of using a more accurate measure of inflation in 
President Obama’s budget is a welcome acknowledgement that we 
must take action to make sure that Social Security is there for our 
future generations. 

The purpose of this hearing is to have a full discussion of a policy 
with wide bipartisan support, more accurately measuring inflation 
in order to fix the Social Security system. 

Congress passed the first benefit increase in 1950, later in- 
creased benefits ten other times before passing a law in 1972 that 
created a formula to determine the cost of living adjustments or 
COLAs. 

The Social Security COLA increases benefits each year that there 
is inflation. If there is no inflation, there are not any COLAs, as 
was the case in 2009 and 2010. If prices fall, benefits cannot be re- 
duced. 

At the time automatic COLAs were enacted, the Bureau of Labor 
Statistics or BLS only produced one measure of inflation, which re- 
mains the inflation measure used to determine Social Security 
COLAs today. 

However, BLS has since developed other measures including the 
Chained Consumer Price Index or Chained CPI, which we will dis- 
cuss today. 

The President’s own budget says most economists agree that the 
Chained CPI provides a more accurate measure of the average 
change to the cost of living than the standard CPI. 

In testifying before the full Ways and Means Committee last 
week. Treasury Secretary Jacob Lew stated “The Chained CPI is 
a more accurate measure of inflation in that it does a better job of 
reflecting the substitution of goods in response to relative price 
changes.” 

Today we will hear from the Commissioner of BLS why that is. 
Some say using the Chained CPI to measure inflation would result 
in a benefit cut, but that is plainly false. 
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The truth is that benefits will continue to grow, only more slowly 
than under the current less accurate measure. Only in Washington 
would that be called a “benefit cut.” 

That said, I fully recognize and am sensitive to the impact this 
change could have on some beneficiaries’ pocketbooks, especially 
those who receive benefits for a long time. 

The fact of the matter is the current measure overstates inflation 
and ignores that it is simply unfair to your children and grand- 
children who rightly expect us to make sure Social Security will be 
there for them. 

Let me be clear. Determining the adequacy of Social Security 
benefits especially for those who are most vulnerable is an impor- 
tant discussion to have, and we will as part of this hearing series 
on bipartisan entitlement reforms. 

The President likes to say that if we agree on a policy, then we 
ought to act and not let our differences hold us up. 

We owe it to every American to carry out our responsibility and 
carefully examine each bipartisan policy option, and we will 
through this hearing series. 

Mr. Becerra is not here yet. Without objection, all written testi- 
mony will be made part of the record. 

We have one witness panel today. Seated at the table are Erica 
Groshen, Commissioner, accompanied by Michael Horrigan, Asso- 
ciate Commissioner, Office of Prices and Living Conditions, Bureau 
of Labor Statistics, Department of Labor. That is a mouthful. 

Jeffrey Kling, Associate Director for Economic Analysis, Congres- 
sional Budget Office. 

Ed Lorenzen, Executive Director, The Moment of Truth Project, 
Committee for a Responsible Federal Budget. 

Nancy Altman, Co-Chair, Strengthen Social Security Coalition, 
and Charles Blahous, III, Public Trustee, Social Security and Medi- 
care Board of Trustees, and thank you for being here again. 

Welcome. Thanks to all of you for being here. 

Commissioner Groshen, will you go ahead with your testimony? 

STATEMENT OF ERICA L. GROSHEN, COMMISSIONER, ACCOM- 
PANIED BY MICHAEL W. HORRIGAN, ASSOCIATE COMMIS- 
SIONER, OFFICE OF PRICES AND LIVING CONDITIONS, BU- 
REAU OF LABOR STATISTICS, DEPARTMENT OF LABOR 

Ms. GROSHEN. Good morning. I thank the Subcommittee for 
this opportunity to talk about the family of Consumer Price In- 
dexes published by the BLS. 

As you know, we produce some of the nation’s most current and 
important economic statistics, including the inflation measures 
under discussion today. 

In doing so, we help policy makers, businesses and households to 
make the best decisions for themselves and others. 

I will start by describing the CPI-U. The measurement objective 
of all of our CPIs is to estimate changes over time and the cost to 
consumers of maintaining the same standard of living. 

How do we construct the CPI-U? We estimate the change in 
prices that consumers pay for a market basket of goods and serv- 
ices in urban areas. This market basket is divided into item cat- 
egories, such as uncooked beef steaks. 
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We collect prices for goods across 211 item categories in 87 urban 
areas, resulting in over 8,000 unique item area cells. We collect ex- 
penditure weights for each of these cells, such as steak in Chicago. 

The weights represent shares of total consumer expenditures 
across all items and areas. The data source for the weights is our 
consumer expenditure survey. 

With prices and weights in hand, we produce the CPI in two 
stages, and understanding these stages is the key to understanding 
how our indexes differ. 

In stage one, we calculate a CPI-U for each cell. That is the av- 
erage change in prices, and for most cells we use a formula that 
assumes that consumers actually do substitute among products 
within the cell. 

In stage two, we combine our indexes across all the cells to 
produce a national number. CPI-U uses a formula that assumes 
consumers do not substitute across items or areas. That is we as- 
sume they do not adjust their purchases between steak and chicken 
in Chicago as prices change. 

What is the CPI-W? It aims to estimate price changes for house- 
holds that receive more than half of their income from wage and 
clerical jobs. The formulas and the prices that we use in the CPI- 
W are the same as for the CPI-U. The only difference is the CPI- 
W uses consumer expenditure weights that are based on the wage 
and clerical group. 

What about the experimental CPI-E? Again, we use the same 
formulas and the same prices as the CPI-U, but we use expendi- 
ture weights for households with a respondent or spouse age 62 or 
older. 

Over the past 20 years, while the CPI-U and the CPI-W in- 
creased at an average annual rate of 2.4 percent, the CPI-E rate 
was 2.6 percent. This reflects only differences in expenditure pat- 
terns of these populations. For example, older Americans relatively 
heavy spending on health care. 

We call the CPI-E experimental partly because the expenditure 
weights are based on smaller sample sizes, but also our CPI-U 
sample may not represent well where the elderly shop, where they 
live, what they buy, and the prices they pay. Moving to an official 
CPI-E would require a thorough research effort. 

Finally, what about the Chained CPI-U? This differs from the in- 
dexes I just talked about in weights and formulas. Furthermore, we 
revise it twice before it is final. 

Stage one is the same. Stage two uses a superlative index for- 
mula that captures how consumers actually adjust what they buy 
as relative prices change. 

Because consumers make such adjustments, the growth in the 
Chained CPI-U is typically smaller than that for the regular CPI- 
U. For the past 12 years ending in December 2011, while the CPI- 
U grew at an average annual rate of 2.5 percent, the Chained CPI- 
U rate was 2.2 percent. 

The other difference is there are lags in reporting the Chained 
CPI-U. It takes a long time to collect consumer expenditure shares 
and to estimate their weights. The final Chained CPI-U for March 
2013 will be published in February 2015. 
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To sum up, as part of our continuing efforts to improve measure- 
ments in our dynamic economy, the BLS has created a Chained 
CPI-U to gauge the cost of living in a way that accounts for how 
consumers substitute among goods when price changes are not uni- 
form. 

I thank you for the opportunity to testify before this Committee. 
Dr. Horrigan and I will be happy to answer your questions. 

[The prepared statement of Ms. Groshen follows:] 
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STATEMENT OF 
ERICA L. GROSHEN 
COMMISSIONER 
Bl'REAU OF LABOR STATISTICS 
D.S. DEPARTMENT OF LABOR 

BEFORE THE 

SI BCOMMITTEE ON SOCIAL SECLRITV 
COMMITTEE ON WAYS AND MEANS 
lf.S. HOUSE OF REPRESENTATIVES 
April 18. 2013 

1 thank the subcommittee for this opportunity to prov ide background on the family of consumer price 
indexes publi5hc4 by the Bureau of Labor Statistics (BLS). As you know, the Bureau of Labor Statistics produces 
some of the nation's most current and important economic statistics to help policymakers, businesses, and 
households moke (he best decisions for themselves and others. In addition to inflation measures, the subject of 
today's testimony', we produce the monthly civilian unemployment rate and payroll employment figures, 
productivity estimates, occupational projections, on-the-job injury rates, wage and bcncHls measures, and a vast 
array of other highly-used national and regional data. 

I will begin with a bricfhistory of the CPI, which is a Principal Federal Economic Indicator released 
monthly by BLS. focusing on the methodological issues and changes implemented in recent decades. 1 wiii 
Ibiiow that history with a description of the building blocks of the Consumer Price Index for ail Urban Consumers 
(CPl-U). I then will highlight the relevant features and dirfcrcnccs that exist between the CPl-U and the CPI for 
Urban Wage Earners and Clerical Workers (CP1-W), and the Experimental CPI for Americans 62 Years of Age 
and Older (CPI-H). 1 will follow with a discussion of the Chained CPI for all Urban Consiuners (Chained CPI-U), 
which has been the subject of much interest lately 

7lic Chained CPI-U represents the latest stage in the development of our cost of living measures and 
improves on the CPI-U by accounting for how consumers substitute among goods when the price changes of 
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those goods vary. In addition, the Chained CPl-U has the advantage of being less susceptible to statistical bias 
from the sampling variability of price changes at the item^area level. Measuring changes in the cost of living 
would be easy if the array of products in the marketplace never evolved, prices all moved together throughout the 
nation, people never changed what they bought, and Uicrc was little variety among people or products In our 
dynamic economy none of these things is true. So. the BLS uses price surveys, consumption expenditure surveys 
and special formulas to anivc at monthly estimates of changes in the cost of living. Over the past century , 
technology and research have allowed our methodology to advance considerably. 

The CPI was initiated during World War 1, when rapid increases m prices made such an index essential 
for calculating cosuoMiving adjustments in wages. Periodic collection of prices was started and. in 1919. BLS 
began to publish separate indexes for 32 cities. Regular publication of a national index, the U.S. city average, 
began in 1921, and indexes were estimated back to 1913. 

The CPI improvements introduced over the years have resulted from BLS rcscorch and experience, ns 
well as from in*dcplh analv'scs and critiques by outsiders. Notably, the 1961 report of the Price Statistics Review 
Committee (someumes called the ’'Siigler Commillce*'| provided impetus for subsequent changes in many aspects 
of the CPI. including the statistical sampling of outlets and items, expansion of population coverage, use of 
“hedonic'' methods to deal with quality change.s in consumer durnbles. regular updating of CPI expenditure 
weights, and u.sc of cosi-of-living theory 

The decade of the 1990$ saw a surge of research on CPI methods. Some of this research was reported in 
the December 1993 Monthly Labor Review, which was devoted to discussions by BLS economists of CPI 
methods and issues. In that volume. Ana Ai/corbe and Patrick Jackman compared aggregate indexes based on the 
CPI's Laspeyres fonnuia to indc.xcs employing “superlative’* formulas for the period 1982 to 1991 . In another 
article. Brent Moulton described a complex but important problem that became commonly known as “formula 
bias.” The way the BLS was using the Laspeyres index formula in the calculation ofbasic CPI iicmyarca indexes 
had the unintended elTcci ofgiving greater weight to price increases titan to price decreases. By 1996. ihc BLS 
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had conrccicd that upward bias and had begun studying ihc gcomeiric mean formula, which ihc Moulcon article 
had shown is not vulnerable to formula bias. 

In 1 996. a report to the Senate Finance Comniilicc by the Advisory Commission to Study the Consumer 
Price Index (the "Boskin Commission") included recommendations lo adopt a geometric mean formula for basic 
CPI indexes as well as to use a supcrlaiivc index formula for aggregating those basic indexes to higher geographic 
and item group levels. The Boskin Commission also recommended that the BLS establish a cost>of*Iiving index 
as its objective in measuring consumer prices. 

Between 1997 and 2(«>0, we made several important improvements to the CPI. The President’s FY 1998 
budget funded the BLS lo produce what became the Chained CPUU, to be Hist published in 2003. In December 
1998. the BLS announced that in 3002 it would begin updating CPI expenditure weights on a biennial schedule, lu 
replace the previous practice of updating weights roughly once per decade. In 1999. the geometric mean formula 
was adopicd for Ihc calculation of most CPI basic indexes. Finally, throughout this period the use ofhcdonic 
quality adjustment was expanded lo several additional compoocnl.s of the CPI, such as televisions. 

More recently, a 2002 report by a National Research Council panel of the National Academy of Sciences 
made numerous recommendations, including that the planned Chained CP1>U should include a real-time advance 
estimate and that we continue and expand our development and testing of advanced quality-adjusuncm methods. 

1 will return lo most of these methodological issues and changes in the remainder of my testimony. To 
siarL let me clearly suite that the measurement objective of tlic C?1 is (o approximate a cost of living index, or 
COLl. This means the monthly CPI is an estimate of (be changes over time to the cost lo consumers of 
maintaining the same standard of living. 

The CPl-U seeks to measure the change in the cost of living by estimating the change in prices that 
consumers pay for a market basket of goods and services in urban areas of the U.S. The CPUU basket is divided 
into 2 1 1 item categories. An example of an item category is Uncooked Beef Steaks, or ^vhal the Committee might 
think of as types of steak bought at a grocery store. We collect prices for thousands of goods across the 2 1 1 item 

i 
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categories in 87 distinct urban areas, which results in 8,018 unique itenvarea “cells" that fomi the building blc^cks 
of the CPl'U. Each month about 450 BLS employees collect more than 83.000 prices from about 23,000 retail 
establishments in the 87 areas to provide the prices that we use to develop price indexes. With about 10 
observations per iictn/area, price movements arc necessarily measured with some sampling variability. Robert 
McClelland and Marshall Rcinsdorfin 1900, Ralph Bradley in 200S, and others have found that sampling 
variability can cause a Laspeyres index like die CPi*U to overstate inOaiion when a geometric formula is used to 
estimate pnee growth at the iicm/area level It turns out iltat in the Chained CPI-U. which uses a Tdmqvist 
formula rather than a Laspeyres formula in Stage 2 (as defined bclowh litis bias from sampling variability is 
cITcctively clnnmaicd. 

For any given itcm^arca cell, such as steak in Chicago, we also calculate expenditure weights. These 
weights represent the shares of total consumer expenditures across all items and areas. Tltc source of data for 
these weights is the BLS Consumer Expenditure (CE) Survey. The CE is a household surt'cy consisting of 
quarterly interviews and weekly expenditure diaries. We use inicmcw and diary daut taken over two years to 
construct weights for each of the 8.0 1 8 ilcm/orca cells. For example, the current CPI*C weights represent average 
expenditures over the 2000>20I0 period 

We collect prices at a sample of retail outlets— basing our sample on telephone mtcr\ iows of consumers 
who identify where they shopped within each of our 87 geographic areas. All consumer goods and services arc 
potentially eligible for pricing, as arc the locations at which llic items arc purchased. These include brick and 
mortar locations as well as web sites. The BLS pricing survey provides field collectors with a list of item 
categories they will price a1 each retail outlet. When specific items arc brought into the survey for pricing, we 
select them according to standard statistical practices. 

The CPI seeks to collect the retail, transaction price paid by the consumer, including sales and excise 
taxes. When we bring an item into the survey for the first time, our Held economist records information on the 
detailed charactcnslics of the item. The list of detailed characlcnslics ensures that we can identify the same exact 
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item when wc collcci prices in subsequent moniiis. If die item's characteristics change, we deicnninc 
(statistically) what proportion of an observed change in price is due to the change in (he quality characteristics ol 
the Item and what proportion is pure price change. If an item disappears permanently, wc follow statistical 
procedures for selecting the best substitute item to price 

Once we have collected prices and weights for each of our cells, wc arc ready to produce a CPI. There 
arc two distinct stages to this process. I would like to note for the Committee that these stages arc critical for 
understanding the similarities and diflcrcnces among our family ofindexes — the CP1>0, the CP1>\V. the 
experimental C'Pl-H. and the Chained CPNU. For the CPI-li for each cell, wc calculate an average change in 
prices using one of two mathematical formulas. For a small number of cells, prices ore averaged using a 
Laspeyres formula, which assumes that consumers do not make substitutions in their purchases of goods os prices 
for the goods change. For example, we assume that consumers do not subsliluic among different types of surgery 
as relative prices change. By contrast, prices for most item categories (such as Uncooked Ground Beef in San 
Diego) are averaged using a geometric mean fonmila. This formula assumes that consumers substitute, to some 
degree, among unique products within an item category. For example, price change can influence choices among 
diffcrcnl brands of ground beef, ground beef sold at different stores, and ground beef with dilTcront percentages of 
fat This formula generally shows a lower rate of inflation than a Laspeyres formula docs. 

Once stage I is complete, wc have calculated price indexes for each of the cells. For the CPI-U in stage 
2. wc use a Laspeyres formula to combine our indexes across items and areas to produce the national CPI-U. 

Wlicn we use this fonnula, we arc assuming consumers do not substitute across items or across areas. That is. we 
assume that they do not adjust their relative purchases between steak and hamburger in Chicago as the relative 
prices of those two items change Similarly, wc assume that they do not substitute among types of steak between 
Chicago and San Diego (or between steaks in Chicago and hamburger in San Diego). 

To summarise, in the CPl-U wc use a formula that assumes some substitution behavior yyiihin most 
ilem/arca cells iu stage L but wc use a formula that docs not allow any substitution across iicm/arcus in stage 2. 

S 
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Lci me now turn to the CPl'W and the cxpcrimcmal CP1>E. As a suiniiig point, let me note that the 
formulas and prices used in stages 1 and 2 for the CPUW and for the cxpcrimcnia) CP!-E arc exactly the same as 
for the CPl-U Therefore the source of dirfcrcnccs between these two indexes and the CPI-U arises from the other 
building blocks of the CPI. 

The CPI-W aims to estimate the cost of living for wage and clerical households in urban areas. A 
household that receives more than 50 percent of its income from the caming.s of household members in wage and 
clerical occupations (for example, mechanics and retail sales workers) is considered a wage and clerical 
household. Thus, ihc CPI-W docs not cover, for example, households orprofc.isional and salaried workers. Ihc 
self-employed, the unemployed, or retirees In fact, prior to 1 078, the weights in Ihc CPI were confined to wage 
and clerical households. In 1078. the scope of the CPI was expanded to include all urban households; since then 
we have published both a CPI-U and a CPI-W. Over longer periods, the CPI-U and CPI-W lend to move in 
tandem; for example, over the 20 years ending tn December 2012, both measures increased at an average annual 
rate or2.4 percent. But they do not always line up. especially over sltoncr periods. For example, over the last 1 2 
months, the CPI-U has increased 2.0 percent, while the CPl-M' has increased 1 .0 percent. 

Any measured price changes between the CPI-U and the CPl-W stem from differences in the relative 
expenditures of the respective CPI-U and CPI-W populations. By construction, the CPI-W uses all of the prices 
that arc used for the CPI-U. In other words, w e use prices based on a data collection methodology that identifies 
where all urban consumers shop, the “basket" of items they buy, and where these urban consumers live. So the 
formulas jind the prices used for the CPI-W arc exactly the same as for die CPI-U. The difference between the 
CPI-U and the CPI-W reflects different expenditure weights used to aggregate the indexes for the 8,018 cells. 

Tlic CPI-U uses 2 ycai^ of expenditure weights representing all urban consumers, based ou approximately 75,000 
interviews. The CPI-W uses the same two years of expenditure weights, but only those in wage and clerical 
households in the CE, who constitute about 3 1 percent of tbc CPI-U household sample 
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Using CP!-U prices in the calculation of the CPl-W means that we assume that wage and clerical 
households shop in the same retail cstablishmcnis. buy the same mix ofspecinc items in i])ose establishments, and 
live in the same neighborhoods as other urban consumers. That is. we do not have a separate data collection 
eiTon to identify these building blocks for wage and clerical households. Although these dimensions arc 
undoubtedly somewhat dirferent between all urban and wage and clerical households, we do not believe that these 
differences arc signincant enough to compromise the accuracy of the CPI-W 

What about the CPU£? Like the CPt<W, the experimental CP1>E depends on the exact same formulas and 
prices as the CPI-U for stage 1 and stage 2, and then we apply different stage 2 waghis. The CPl'E uses 
expenditure weights for households with a respondent or spouse 62 years of age or older. For 2009*2010. these 
weights arc based on a sample only 26 percent as large as the entire CPI*U sample. Over the past 20 years, while 
the CPl-U and CP1*W increased at an average annual rate of 2.4 percent, the CP1>E has increased at an average 
annual rate of 2.6 percent. Again, for any period, divergences between the CPI-U> CPI-W, and CPl-E arc solely 
the result of differences in (he expenditure palicms of the respective populations. For example, older Americans 
tend to spend more on health care titan urban consumers as a svholc. 

We call the CPI-E experimental in pan because its expenditure weights arc based on sample sizes that arc 
smaller than those of the CPI-W. In addition, a key defining feature of the experimental CPI-E is that — unlike the 
situation for wage and clerical households — CPl-U prices may not be surTicicni to represent those paid by the 
elderly population. We recognize that elderly households live in different places, shop at different retail outlets, 
buy a difTcrcni mix of products, and even in many eases quaUfy for different prices than oibcr urb:ui consumers. 
Moving from an experimental to an official CPI-E would require researching and addressing these issues. 

Finally, let me ituit to the Chamed CPUU We have produced this index since 20U2. and have values for 
It back to December 1999. Continuing our previous discussion, the Chained CPI-U differs from die CPl-U. the 
CPI-W. and the experimental CPi-E m both the weights tuid formulas that we use. in addition, unlike thc.se three 
latter indexes, the Chained CPl-U is subject to two revisions before it is ftnal. To convey the nature of all of these 
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differences and the concepiual basis for ihc Chained CPl-U, it is cosiest to begin b)* describing the ‘'finar* 
Chained CPl-U. 

The Chained CPI-U uses the same stage I cell indexes as the CPI-U. CPI-W and experimental CPI-E In 
the stage 2 aggregation of these indexes, however, the final Chained CPI-U uses what economists call a 
''superlative: index” formula. In particular, it is a Tdmqvist index, which is a member of the family of superlative 
indexes. A distinguishing feature of these indexes is that they arc based on how actual spending pailcms change 
as rclaltvc prices change. For example, to calculate Ihc final Chained CPI-U rale of inflation between Febniary 
201. i and March 2013. we will use observed consumei expenditures for each of the cells in both months. 

As an example ofhow the Chained CPI-U takes substitution into account, consider the impact of a 
hypothetical lO-pcrcent gasoline price increase on a consumer who typically spends S^O on gasoline per week. A 
Laspeyres index, like the CPI-U. would estimate that the consumer's cost of living has increased by per week. 
Rather than keep her weekly gasoline purchases constant, however, the consumer might decide to cut back 
somcwbai on driving and shifl some of the money she would otherwise spend on gasoline to other products, such 
as groceries. She might even decide to ride the bus sometimes instead ofdriving. In either ease, the consumer 
would be deciding if she would be itener o(rby shifting her spending pattern titan by spending the entire Sk on 
gasoline. Put another way. the cost of keeping her standard of living constant has gone up by something less than 
SX per week. 

As our hypothetical consumer shifts her purchases relatively away from gasoline and toward bus fares, 
the Tdmqvisi index directly measures the greater expenditure weight on the item categories toward w hich 
consumers arc shifting, in this example, these categories were food and public transportation, w hich by 
assumption increased in price by less than gasoline. Note that the reverse w'ould be true if. for example, public 
itansportation increased in price relative to gasoline, and consumers reacted by driving more and riding buses 
less. In that ease, ihc Tdmqvist fonniila would measure more weight on Ihc gasoline index and less on ibe public 
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inuisportation index. Note also lhai if price changes were even across all ilcnis or consumers did not change ihcii 
spending pBUems. ihc CPI-L^ and Chained CPl-U would always be ihc same. 

Because prices otlcn do not change unifonnly and consumers sbiA purchases in response, and because 
price changes arc subject to sampling error, the measured rate of price change using the Chained CPI-U typically 
is lower than that of the CPl-U. In the 12 years from December 19*^9 through December 201 1, the CPl-U grew at 
an average annual iiUc ofZ.S percent, while the Final Chained CPl-U increased at an average annual rate or2.2 
percent The paper by Bradley referred to abtivc suggested that just over half of the difference between the CPI-U 
and Chained CPI-U was due to sampling variability and the remainder was due to subsiiiiition among item 
categories In a 2tt0<> Monthly iMhor Review paper, the authors summarized BL$ research by saying that the 
sampling error effect “could yield an upward bias of 0, 1 percentage point or more per year" in the CPl-U 

The 6LS designed the Chained CPl-U lo provide a closer approximation to a cost of living index than the 
CPI-U. How'cvcr. operationally, it is important to note that the data on consumer expenditure weights for any 
period are only available with a significant lag In tbc example of calculating the rale of inllaiion on a chained 
basis between February and March 2013, the complete weights for 2013 arc not ready for use until the end of 
2014, and Imal 2013 values for the Chained CPI-U will not be published until February 2015. 

Given tlte lags for relevant monthly consumer expenditure weights, BLS provides an initial and then an 
interim value for each monthly Chained CPl-U index before producing the final value. To accomplish this, we 
use the same base-period expenditure weights as the CPl-U. but in a different formula. The initial and interim 
versions of the Chamed CPI-U use the geometric mean in stage 2. This index assumes consumers substitute 
across the 21 1 market basket categories. BLS research in recent years has identified methods that have potential 
10 improve the closeness of the initial and mtcrim Chained CPI-U indexes lo their eventual final values. 

A question often raised is whether the BLS can produce a chained CPI tor the elderly. We note that the 
reasons cited above that make the CPI-E an cxpcnmcuial index, namely the relatively small CE samples for 
elderly consumers and the lack of adjustment for differences in where the elderly shop, what they buy or the 
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prices they pay. vi'ould olso apply lo using monlhly consumer expenditure weights to create chained CP1>E 
eslimntcs. Thus, development of a non-cxperimenuil chained CPNE index would have to begin with a ihorougli 
research eflori 

To sum up. measuring changc.s in the cost of living in a dynamic economy con be complex and the BLS 
has created the Chained CPI-U \o provide a cost of living measure that improves on the CPI-U by accounting for 
how consumers substitute among goods when price changes arc uneven. 

Thank you for (he opportunity to testify before (his committee. Dr. Horrigan and I arc happy to answer 
any questions you may have. 
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Chairman JOHNSON. Thank you for your testimony. That is in- 
sightful. 

Mr. Becerra, do you still want to make your opening remarks? 

Mr. BECERRA. I can wait until everyone testifies or I can do it 
right now. 

Chairman JOHNSON. We will delay the rest of you for a mo- 
ment and let Mr. Becerra make his opening remarks. Go ahead. 
You are recognized. 
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Mr. BECERRA. I appreciate that, Mr. Chairman. I apologize to 
the witnesses that I had to run a little late. Thank you for being 
here. We look forward to the rest of your testimony. 

I want to just begin by making a quick observation. At a time 
when folks are talking about their economic security, this is per- 
haps the most important time to make sure we maintain Social Se- 
curity because it is for many Americans, not just seniors — many 
disabled Americans, working Americans who have become disabled, 
to children, widows and widowers, it is their economic security. 

Any time someone says to you Social Security is broke or bank- 
rupt or causing our deficit, I will say emphatically here that is con- 
trary to the evidence. In fact, I think I would be on very safe 
ground to say anyone who says Social Security is broke or bank- 
rupt is lying because the facts show just the opposite. 

Let’s look at the numbers. I would say to anyone who wants to 
contest what I am about to tell you, show me your numbers. I will 
show you some numbers and you can see them on this chart. 

Social Security currently has about a $2.7 trillion surplus, and 
that is because over more than 77 years of taking in taxes from 
Americans who have been working and paying into Social Security, 
it has brought in in tax contributions over $14.5 trillion. 

It has also earned interest on those trillions that have been in- 
vested into the Trust Fund by tax, paying Americans about $1.5 
trillion. 

At the same time, it has only had to spend in benefits, and a 
very tiny sliver you see above that red bar, in administrative costs, 
because administrative costs are less than one percent, a total 
spending of $13.5 trillion. 

The math is very simple. More than $2.5 trillion that Americans 
have contributed to Social Security through their taxes that have 
never been used through 13 recessions, and in more than 77 years. 
Social Security has never failed once to pay benefits on time and 
in full. 

When we discuss Social Security, we should discuss it in that 
context of the reality and the truth of what Social Security is. 

When you hear conversations about what should happen to So- 
cial Security and to those earned benefits that Americans have 
paid into the system so they could get them when they retire or 
should they become disabled or should they happen to die so their 
spouse, who is now a widow or widower, or their children, who are 
now the children of a deceased parent, have a chance to survive, 
those are the folks we should concern ourselves most with. 

Switching to the Chained CPI, the so-called adjustment, change 
to the way we calculate the cost of living, the COLA increase sen- 
iors, disabled folks, survivors of an American who has perished get, 
is nothing more than a cut to the benefits that people receive. 

The paycheck or the earned check that people receive from Social 
Security will decrease. It is a cut. It is a substantial cut because 
we know the power of compound interest. With time, that cut 
grows in size. 

If we are talking about economic security at this time when our 
economy is beginning to recover from those devastations of the 
2008 Wall Street crisis, you would think we would want to provide 
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people with the greatest economic security and that would be 
through their Social Security earned benefits. 

The Chained CPI affects not just seniors, disabled, children or 
widows, it affects veterans who will see benefits they have earned 
cut. It affects any number of folks including middle income and low 
income tax paying families who will see their taxes rise. 

The Chained CPI is coming at the worse time for all those folks 
who worked very hard and thought they had paid into a system on 
a bargain, that it would be there for them because they paid into 
it. 

Let us remember that a typical American middle income worker 
at the age of 65 under the Chained CPI would lose about $140 of 
his or her annual benefit if Chained CPI were to become the law. 

By age 75, the annual benefit would be cut by $560. By the time 
he or she reaches age 85, the age at which most seniors tend to 
depend most on Social Security, the annual benefit would be cut al- 
most $1,000 a year. 

The problem here is that we have to know our facts and we have 
to recognize that economic security is perhaps the most important 
thing for our parents, our grandparents, our children, disabled fam- 
ilies, and certainly for American working families. 

Mr. Chairman, I am looking forward to hearing the testimony be- 
cause there is nothing more important than the security of Social 
Security. With that, I will yield back. 

Chairman JOHNSON. Yes. You guys need to take what he said 
with a grain of salt. Some of that is shading the truth. 

Mr BECERRA. Show me the numbers. 

Chairman JOHNSON. Easily. We are not going to quit paying 
Social Security. Let’s face it. 

Mr. Kling, welcome aboard. Please proceed. 

STATEMENT OF JEFFREY KLING, ASSOCIATE DIRECTOR FOR 
ECONOMIC ANALYSIS, CONGRESSIONAL BUDGET OFFICE 

Mr. KLING. Thanks for inviting me to testify. As you know, the 
Social Security Administration increases recipients’ monthly bene- 
fits in most years, for example, the 1.7 percent COLA that applied 
to benefits paid in January 2013 was based on the increase in the 
Consumer Price Index between 2011 and 2012. 

One option for lawmakers would be to link to another measure 
of inflation, the Chained CPI. That Index generally grows more 
slowly than the traditional CPI does, an average of about one quar- 
ter of a percentage point more slowly per year over the past dec- 
ade. 

Using the Chained CPI in a variety of Federal programs and the 
Tax Code would reduce the deficit by a total of $340 billion over 
the next ten years if implemented starting in calendar year 2014, 
according to estimates by the Congressional Budget Office and the 
staff of the Joint Committee on Taxation. 

The President’s budget for fiscal year 2014 includes a related but 
less comprehensive option that would use the Chained CPI for So- 
cial Security and some other spending programs, as well as for the 
tax system. 



20 


CBO is currently reviewing that and other proposals in the Presi- 
dent’s budget. I will not be discussing those specific proposals 
today. 

In my remarks this morning, I will focus on the analysis exam- 
ining a generic proposal to use the Chained CPI for indexing 
COLAs and Social Security starting next year. Such a policy would 
not alter the size of people’s benefits when they are first eligible, 
either now or in the future, but it would reduce their benefits in 
subsequent years because of the reduction in the average COLA 
relative to current law. 

The impact would be greater the longer people received benefits, 
that is the more reduced COLAs they experienced. 

For example, after a year, the Social Security benefits paid to a 
63 year old who had claimed initial retirement benefits at age 62 
would be about one quarter percent lower on average if the 
Chained CPI was used for indexing. 

After ten years of COLAs, the effect for a 73 year old would be 
2.5 percent on average. After 30 years of COLAs, the effect for a 
93 year old would be 7.2 percent on average. 

According to CBO’s analysis, using the Chained CPI for annual 
COLAs would reduce outlays for Social Security relative to CBO’s 
current law baseline by $1.6 billion in 2014. Those savings would 
grow each year reaching $24.8 billion in 2023, and would total $127 
billion over the 2014 to 2023 period. 

CBO projects that Social Security recipients would face an aver- 
age benefit reduction of about $3 per person per month in 2014 and 
roughly $30 per person per month in 2023. 

By 2033, outlays for Social Security would be three percent lower 
than they would be under current law or six percent of gross do- 
mestic product rather than 6.2 percent. As a result, the gap be- 
tween Social Security’s outlays and tax revenues in that year 
would shrink by about one-sixth to one percent of GDP. 

According to many analysts, the traditional CPI overstates in- 
creases in the cost of living because it does not fully account for the 
fact that consumers generally adjust their spending patterns as 
some prices change relative to other prices, and because of a statis- 
tical bias related to the limited amount of price data that the BLS 
can collect. 

However, using the Chained CPI instead for indexing Social Se- 
curity could have disadvantages. The values of that Index revised 
over a period of years so the programs would have to be indexed 
to a preliminary estimate of the Chained CPI that is subject to esti- 
mation error. 

Also, the Chained CPI may understate the growth and the cost 
of living for some groups. For instance, some evidence indicates 
that the cost of living grows at a faster rate for the elderly than 
for younger people in part because of changes in health care prices 
which play a disproportionate role in older people’s cost of living. 

However, determining the impact of rising health care prices on 
the cost of someone’s standard living is problematic because it is 
difficult to measure the prices that individuals actually pay and to 
accurately account for changes in the quality of health care. 

Changing the measure of inflation used for indexing is only one 
of many possible modifications to Social Security, if the Congress 
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wishes to slow the growth of Federal spending by constraining out- 
lays for Social Security benefits or to improve the long term sol- 
vency of the program by making changes to its spending or reve- 
nues. 

Many other approaches are possible, a number of which CBO has 
analyzed previously. 

Thank you. 

[The prepared statement of Mr. Kling follows:] 
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Chiiirman Jaht^son. Ilankii>g Member Becerra, and 
Meinlxrrs of the Suhcommiirec, thank you for inviting 
me to testify this morning. As you kjiow, Social Security 
law tries to protect iTcnefidaries from (he cfTccis of ruing 
prices by specifying thar a beneficiary's monthly payment 
be automatically adjusted each year for infiation. as mea- 
sured by the change in a consumer price index. Similar 
adjustments occur in many ocher federal programs and 
many pares of the tax code. NITithout such indexing, a rise 
in the general level of prices would alter the effecis of fed- 
eral policies even in the absence of action by lawmakers, 

My statement focuses on four questions about indexing:* 

■ How does the chained consumer price index (Cl*I) 
differ from the traditional consumer price index? 

■ What would be the budgetary effects of using the 
chained CPI to make automatic adjustments in Social 
Security, other federal programs, and the tax code? 

■ How could such a change be implemented? 

■ How do measures of inflation lor specific populations 
differ from overall measures? 

Changbig the measure of inflation used for indexing is 
orJy one of many possible modifications to federal {^ic>' 
for Social Security, other programs, and the tax code. If 
the Congress wishes to slow the growth of federal spend- 
ing by constraining outlays for Social Security benefits, or 
to improve the long-term solvenc)* of the program by 
making changes to its spending or revenues, many other 
approaches arc possible. Other changes to Social Security 
benefits and taxes would alTcct the federal budget and 
individuals in different ways, as the Congressional Budget 
OBice (CBO) discussed in Soi'tal Security Policy Options 
(July 20IU); possible changes to a broad array of federal 
rax provisiona and spending programs were analvred by 
CBO in Reducing, the Deficit: Spending and Rci^nue 
(March 2011). 

Summar)’ 

Cost-of-living adjustments (COLAs) for Social Security 
benefits and other parameteoi of many federal programs 
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and the tax code are currenciy indexed to Inaeascs in tlic 
traditional CPI. a measure of overall inflation calculated 
by the Bureau of Labor Statistics (BLS). According to 
many analysts, however, the CPI overstates Increases in 
the cost of livii^ because it docs not fully accoiiiit for ti\c 
fact chat consumers generally adjust ebeir spending pat- 
terns as some prices change relative to other prices and 
because of a statistical bias related to the limited amount 
of price data that Hl2) can collect. One option for law- 
makers would be to link federal benefit programs iuul tax 
provisions to another mca.suie of inflation — the chained 
CPI — that is designed to account fijlly for changes in 
spending patterns and that does not have the same 
statistical bias. 

The chained CPI grows more slowly daan (he traditional 
CPI docs: an average ol about 0.2^ percentage points 
more slowly per year over the past decade. As a result, 
using that measure to irulcx benefit programs would 
reduce firderal spending for Social Security, federal 
employees' pensions, Medicare. Medicaid, and various 
other programs. For example, if such a proposal took 
effect next year. Social Security benefits would be roughly 
S30 a month lower, on average, by 2023 than they would 
ix under current law, representing a reduction of about 
2 percent of average benefits. (Depending on when they 
starred receiving benefits, some people would see a 
greater percentage reduction and others a. smaller one.) 

In addition, indexing tax provisions with the chained CI^I 
would increase revenues. 

If ail uses of the traditional CPI in mandatory programs 
and the tax code were .switched to the chained CPI start- 
ing in calendar year 2014, mandatory spending would be 
reduced by a total of S216 billion between fiscal years 
2014 and 2023. and federal revenues would be increased 
by $124 billion. (The President's budget for fiscal year 
20)4 indudoi a related but less comprehensive option 
that would use the chained CPi for Social Securli)' and 
some other spending programs as well as for the tax sys- 
rero. CBO is currently reviewing thar and other proposals 
in the Presidents budget.) 

Although many analysts consider die chained CPI to be 
a more accurate measure of the cost of living than (he 
traditional CPI. using it for indexing could have dis- 
advantages. 'Hie values of the chained CPI are rm ised 
os'cr a period of several years, so aBccccd programs and 
the tax code would have to be indexed to a prelimin.'uy 
estimate of the chained CPI that is subject to estimarion 
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error. Ai'io. the chained CPI may understate growth in 
die cost of living fiar some groups. Hor instance, some 
evidence indicates that ihe cost of living grtiws at a faster 
rate Ibr the elderly than for younger people^ in part 
because changes in health care prices pUy a dispropof' 
titinate role in older people's cost of living. However, 
determining the impact of rising health cate prices on 
the cost of someone's standard of living U problematic 
because it is dilFicuIt to measure the prices that individu- 
als aaually pay and to accurately account for changes in 
die quality of health care. 

Inflation and Changes in the 
Cost of Living 

Inllation — a generd increase in the prices of goods and 
services — can be measured in various ways. Ttadicionally, 
the rate of inflation has been computed by multiplying 
die peiccntagc price dtangc for eadi item that people 
purchase by char item's share of consumer spending In 
a period before the prices changed and then adding up 
diusc changes for all items. In a simplifled example, 
imagine that people bought only two things last year, 
tbod and clothing, and that they divided their spending 
evenly between the two. If the price of food rose by 4 per- 
cent this year and the price of clothing rose by T percent, 
inllafton this year would be measured as (0.04 x 0.40) • 
(0,07 X 0.40) s 0.055, or 5-5 perecni. Such price 
incivases tvould reduce consumers' purchasing power 
(unices their income and wealth rose accoaiingly). 

The actual growth in the cost of living, however — the 
amount of additional resources that someone would need 
to maintain the same standard of living this year as last 
jr-ear in the face of rising prices — is generally lower th-in 
die rate of inflation as measured above. Tlie reason for 
the diFTcrcnce is that many people can lessen the impact 
of inflation on theirstandard of living by purchasing 
fewet goods or services chat have risen in price and. 
instead, buying more goods or services that have not risen 
in price or have nsvn less. 

How people substitute one g<>od for another when pricas 
change generally defseiids on the change in the relarive 
prices of die goods (whether one item ts becoming more 
or less expensive relative to another) rather than on die 
absolute price levels of die two goods (whether one item 
1 * more or less expensive than another). ITic imporrance 
of changes in rdativc prices in consumer decisionmaking 
means that peofile do not necesuirity shift to lower-priced 


goods. If the price dlflcrmcc between two items narrows, 
uinsumen will tend to buy more ul the more expensive 
one. A common example involves hamburger and steak. 
If the prices of both items rise, consumers will shift their 
spending rowan! the one whose price rises by a smaller 
percentage: If the price of hamburger increases more than 
the price of steak does, people will purchase more stcik. 
Similarly, consumm will generally buy more fresh vege- 
tables and fewer canned ones when the prio; diflcrence 
Isctwcen the two narrows. 

To be sure, increases in (he gcneial price level that exceed 
increases in Income and wealth lower consumers’ stan- 
dard of living. But die re.suldng decline in their standard 
oflivmgU usually Amailer than it would be if substitution 
were not possible. Thus, measures of inflation that do nor 
account for such substitution overstate grosveh in the cost 
of living — a problem known os substitution bias. 

Tlie Consumer Price Index and 
Some of Its Limitations 

The CPI U not a true c nsf-oMivIni; index because it 
cannot include all of (he factors that alfecl the cost of 
peoples standard of living, such as personal safoty or 
water qu.'dir}'. Bui BLS's goal in computing the CPI U 
to estimate die growth in the cost of living by measuring 
the cliange in the codt of a "market basket" of goods and 
services that represents average consumer spending.^ The 
maikct basket U based on data from BLS’s Consumer 
Expenditure Survey, in whicli thousands of families 
report wliat they' buy. BLS divides those purchases into 
21 1 cuegDries— >auch as breakfa.si cereal, rent on a pri- 
mary residence, dresses, and wirde.ss telephone services — 
and ,\ssigns a percentage weight to each category based on 
its share of consumer spending in a base period. To mea- 
sure price changes, BLS chooses about 80.000 specific 
itents (several hundred for each of the 2 1 1 expenditure 
categories) and checks their prices every oiundi at 
xeiecred stores and other otablishments in 38 gc^igraphic 
regions. 


2. See Bureau ot UUw SuiiMtCs 

Quiw it>07). Oupcer 17. p. 2. wwvf l»b.gi*s'/opuB/lHifn/p»in 
hunNh I T.pdr (436 KB) Fur mme mtomiiittun aboiu ibe CPI. tee 
Co»»6resi.K>iMl Budget Office, riW Cawwmf PHtr 

|Juur3U07}. ux»'«s'bkcupiv/publM.siiw!n/iR772iand BiiieuuoF 
Labor Kraiuiicr, "Conaumet Price Index: heviucnrly Asked 
Quotioiis' (Odetber 10, JOJ I), «vww.()tt,.gt>v/cpr/c(vlat).Itun. 
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On the basis of those price data. 15LS constniccs approxK 
niately 8.000 itcm*arc.i indexes^-indcxcs for ^ecific 
goods and services in specific places, such as breakfast 
cereal in Chicago — and then uses thent to compute vari* 
ous versions of the CPI.^ All of those versions are based 
on the sameset of iteni'afca indexes; riicy differ mainJ)' in 
trying to represent spending patterns for different sul> 
popiilations and in the formulas used to combine the 
ircjii-arca indexes into an overall estimate of price diang^s 
for the entire economy. 

Two versions of the CPI are currently used to index fed- 
eral programs: the consumer price index for all urban 
consumers (CPI-U) and rhe consumer price index for 
urlxin wage carnets and clerical workers (CJ*I-W). The 
CPl-U is based on the spending patterns of a representa- 
tive sample of people who live in urban or metropoliran 
areas, as do about 87 percent ofU.S. residents. The 
CPI-W focuses on a sul>set of the CPI-U sample: 
households that include clerical workers, sales workers. 
Ubonrrs, or certain other types of nonprofessional 
employees. The the CPl-W sample represents about 
32 percent of U.S. residents. 

'Die two versions of the CPI produce similar estimates of 
inflation. Over the past 20 years, inflation as measured hv 
both the CPl-W and the CPl-U has averaged ZA5 per- 
cent a year. (JBO expects that the two measures will coti- 
rinwe to grow at about the same rate as each other. 

I'he methodology airiently used to calculate the 
CPl-U and CPI-W suflen from at least two drawbacks' — 
substitution bios and small-sample bias. Both nf rbo-se 
drawbacks cause cradiriooal versions of rhe CPI to g^vv 
more quickly than the chained CPf-U, an improved 
measure of overall inflation deselopcd by BLS that U 
discussed below. Substitution bias ha> been recognized by 
economists for many years; small'^niplc bias has also 
been known for some rime. Ixir until recently, ii has 
received little aitcntiort.* 

Substitution Bias 

Every* two years. B(.S uses new* data from the Consumer 
Expenditure Survey to update the share of consumer 
spending devoted to each of the 21 1 categories in the 
market basket. As a result^ at any given time, the CPI is 


5. Price dau arc actually collecred fnr tf7 |;eigrapliic c^oi», but 
they are ccitnbtniMl lAin 58 rcgiiaiu tvhrn the ttvnvana uidcxn 
atccieated. 


based on spending patterns from nvo to four yc.trs earlier. 
Por example, rhe monthly s'aluesofthcCPl computed in 
2010 and 201 1 were based on spending data reported in 
the Consumer Expenditure Survey in 2007 and 2008. 
for the monthly values beginning in January 2012, BLS 
used new data to update the market basket to reflect 
purchases made in 2009 •'tnd 2010. 

Because the CPI is based on spending patterns from a 
poinr in the past, it docs nor fully incorporate the cflvcts 
of consumers' substitution between various goods and 
services when their relative prices change. Therefore, the 
CPl grows hiscer than the cost of living does. That sulssii- 
tufion bias would exist whether the market basket wax 
from one month ago or five years agp. However, gtearer 
periods of time between updates to the basket tend to 
magnify the size of the substitution bias and to cause an 
even larger between the increase in the CPI and 
growth in the cost oFlivirjg. 

BLS's curnrnt procedures for calcularing the CPI account 
for some degree of suKstitution tvithm moxi basic catego- 
ries of goods and services in the market basket — ^such as 
when some consumers who previously bought large e^ 
switch to medium-sized eggs when the laner go on sale.' 
Current procedures for calculating the CPI do not, 
howeser, take into account shifts chat occur hetwetn ojie 


4. One esTitiutr sufjgesM tfut>RulUBtn|.ile bias ia respeiiMbfe Ibr 

rou{>hIy twixhittb the illfTvmKC bet\wvn ihe tmtliiMfuJ ;)nd 
chained CPb and <hai tubitirution bias n n-spontibk- Ibr the other 
ihiid- Thar etiinuie is hi^ilv unccitain. Iiowrwt, in pore bccaiue 
the analysu m-ed only a IVn* yean nf data, .uid in wne ol ihittc ytan 
ihr dnra were oflnwrr qualit)’ than in ihc oikm. Set Ralph 
Bradley Ai*tlyuetd HtdiHavn f>* »mht U.^ 

CiNunmrr Prirr Mac {VUiKan oriahurNiaihlin, OfTkvol Survey 
Methods Research. September 2005). www.bk.):nv/oiv'sb<in)ci/ 
ity«t0S0290 him. Aim see Ruben MeCWbnd and Marshall 
Rtfinsdurl, fiirww/ni Mt>M tn*J UrtuonfU CP! 

Ciwtpeww Mtxf). Working Ptper .<24 (gureiu ol lalw Srativ 
DU, Augun I0*J9|.www.bkgov/t«tnt/ab(Mf«t^«v/a:9W0SI).h»tiv 

5. BIN does not use Mk)K ptmedurcs for tome rypet of gnodr and 

services included in the CPI — such as nmu. cenain utiliites. and 
medical tervicei— bccauK cunnimen cannot c-aiily nibnitute one 
good for another widttfi th<ua laiegpries. ‘flwiw praceduies were 
initially rxaminnl hi comer for a pnilitem known as Rimiula 
bias: see Kenneth V. D.iicon.John S. (jiccnlces. and Kenneth J. 
Stewart, 'Incrupuatinga Ceoanerric Mean Pcirmublnto the 
CPI.” Arvrnu vol. iSl.no. lO (October 1V98). 

pp 5-7. wu>w.bl«.goWopub/mlrM*n8/IO/«nliihs.htrrv; and 
Riibcn McCletLiiid, ‘Evaluaitng Formula Eku in Various Indexes 
Using Simiil.iiiuru' (draft. Bureau of Libor ^lurica. 19%). 
www.bl*.j«vWonnf/abuwct/n:^ec9ti01 10 htm. 
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aitc|;or)' xiul 4n<>thtfr. For itiMaitcc. if (h« pritv of applet 
rises by 50 percent and the price of bnuanas goes up by 
orJy 1 0 percent, consumers will tend to buy fewer apples 
and moa- bananas. Because apples and bananas are sepa- 
rate cai^ories in the CPI market basket, the index docs 
not account fur the effects of such siihscitticton. As a 
result, it overstates the amount by which consumers' 
well-being declines when prices rise and undersmics the 
bcnetii of reductions In prices. 

Small'SampIe Bia» 

I'hc traditional CPI also suDm from a statistical bias that 
occurs because the index is calculated using prices for 
only a small |)ortion of the items in the economy. BLS 
produces an ind.irion index for an item in a specific 
region — such as cheese in the Kansas Gty area — by aver- 
aging the growth rates of a -sample of prices for that item 
in rhat Uicalc. RL5 then computes the genmvtric average 
of the change in those prices.^ When the sample of prices 
is large, the gvomciric average of the price changes in that 
sample can be expected to be very close to — but slightly 
higher chan — tite geometric average of all price changes 
for that item In that region. When the sample .$i?e is 
smaller, char upward bias is la^cr.^ 

Alcltou|di there can be thousands of prices for items in 
each geographic area, BLS creates the item-area indexes 
using, on avcr;^{e> prices of only about 10 examples of an 
item. Such a small sample cfcaic« a measurable upward 
bias in chose indexes. Because the tnidirionaJ CPI U calcu- 
lated os an ariihmeric average of' those indexes (and the 
arithmetic average is unbiased), any bias contained in the 
item-area indexes carries through tn the overall CPI. 

Small-sample bias in the traditional CPI could be 
reduced by increasing the sample of prices colleacd 
nr by attempting (o estimate and adiu-M for the elfect. 
Increasing the size of the sample, however, would require 
.tddition.tl sptmding for dat.i cr^lcction. Initul research 


(u VFhenus an .inihmmc avcni|!e is obuinKl liy .idding a set nT wl- 
ue» jnd then dividinj; rhrturn by the number of wfuc» in thcwi 
(m), » ^metric sveuge u ohtsined bv muluplyini' iki! vuluri ;»t<l 
(hen liilciitglhc mh toot of the pnxiuct. For emmpfr. ih«jpx>- 
metric average r>t fwo numbers » the iqiuie loot of the product of 
therm mimbeni. rbiis. ihcariihmnkivcia|gr of b 1.2V 

but the $eoniettic it 1. 

* rhctnull-iamplebiasofthc i;eotncrnc mean b systnnaiically 
positive beuiuM of the pwprriict of the inathemancal function* 
u*ni in ukiiLiting ihst mean. 


has been conducted into statistical methods that could 
possibly adjust for small-sample bias directly, but those 
methods kivc never been implemenred for the item-arr.t 
indexes.* 

An Alternative Measure: 

The Chained CPM) 

BLS has developed - .ind fm been using for more than .t 
ducade^~anothcr .approach to measuring price increases 
that avoids both iubsticuthm bias and .small-s.uiiple bios. 
Since August 2002, BLS bos published an aJteinative 
index, rlie chained CPl-U. which anempts ro account 
for the eifecta of substitution on changes in the cost of 
living.* The diained CPI-U provides a mure accurate esti- 
mate of changes in the cost oflivirtg from one month in 
the next by using market baskets from both monih-s, thus 
"chaining'’ the two niuntju logedier.’® 

The cliaincd CPl-U is also largely free of small-sample 
bias because of the way in which it is computed. Doth the 
traditional CPI and die chained CPI-U are basul on the 
same item-area indexes, whicli ore adcubu-d using a geo- 
metric average. To combine those indexes into an uvenll 
otimnre of price growth in the United States, however. 
Biii uses a geumetric-average hsrmula for the chained 
CPI-U. as opposed to an arithmetic-average formula for 
the traditional CPI. I'hc use of a geomcrric-avcrogc for- 
mula CO combine the item-area indexes edcctively mokes 
the number of elements in the geometric average much 
latgcr. which csyeniially eliminates smalt-sample bias. 


8. bee Hdlph nfSill*y.-^NU^ir4/iFiw RttlmtM/if'SmattiiaMftft in 
ihe IKS. C&tuumer Prut /«w/m ( Ruirnu uf labur btutinic*. OFTiu: 
nf Survey MciIkmU Roesreh. September 20D5>. «rww.blj.|S>v/f)te^ 
afMtrjci/sU'tUAOi'W.htm. 

9. Although HLS begAU publiihing rlic ch.iined CPI-U in 2002. it 
b>is piixUiud monthly values fat the titdcr hutk m iMenibrr 
1999. liir more intormaiiun nboul the cliaitKd CPI-U. «cc 
Dureiu of Labor StatiUKs ‘FreriueiiHy AtkesI (juest inn* Ahnui 
the Chaincsl ComunKi Phec IndcK for All Urban Connimer* 
(OCPI'U)" lApril 6, 200T), wwsv bkp)v/qsiiLpuu|V|a.h(m; and 
Jsilie M. VtOtiiiakcr. Tbe Cftdtuat Cumtitntr /Vw im/tx: Wtuu b Jt 
‘tnJ VbiiUl b Be Afpnipriatr 

r<H Congress R1„T2293 (CBngr<s«ion4l Rcvarrh-Scrvicr. April V 
2<»3>. 

in. Another cKaintd measure of pnecs is die price imler for personal 
ixmsumption expenditures sshicfi the Bureau of l^OMioinb. 
Aiulysueorurnicuas pan oftheiuiksnal iru.'otne arul proJuit 
eccounn. 
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Estiiniite& of Differences Betiieen 
Tmditioital and Chained Indexes 
Thechiineil CPI-U results in Inwercstifnawsofmftation 
than the iraiiitionai CPI docs. CBO expects that annual 
inflation as measured by the chained CPbU will l>c .iboui 
0.25 percentage points lower, on average, than annual 
iitilation as measured b)’ the traditional CPI. That esci* 
mace is based in parr on the observed past differences 
between the chained CPI*\J and the traditional CPl-U 
and CPI'W. Althougli the traditional CPl*U and CPI-W 
have produced very similar average csiimate.<t of inflation 
over long periods, the CPI-W rends to be more volnirilr 
over short periods because ir is based on a smaller sample 
Thus, in (lie future. CBO expects inflation as measured 
by the CPi-U to be the same, on average, os inflation os 
measuird by the CPi-W even though such inflation esti- 
mates differed by 0-05 percentage points during the 
period in which rlic chained CPUU is available for com* 
parUon. Because of that long-term similarity. CBO h.ts 
relied primarily on differences between rite traJiiional 
CPI-U and the chained CPI-U to forecast future changes 
in both the traditional CPt'U and CPI-W relative to 
changes in the chained CPf-U. 

Prom 2001 through 201 1 , the annual increase in the 
chained CPI-U was 0.24 percentage points lower, on 
average, than the increase in the traditional CPI-U." 
Within that average, the difference between the two 
indexes has varied over time (sec Figure I ). The differener 
tended to be larger early in the 2l>00.s .ind smaller late In 
that decade, although it varied substaniially from year to 
year even within those shorter periods. That difference 
has generally been smaller when overall inflation has l>ccn 
lower — perhaps reflecting fewer increases in the relative 
prices of goods and services for which coD.sumers spend a 
great deal and less interest by consumers in sidisricuting 
between goods and services when price increases arc 


1 1 . Although tliira for the chaiiicti CH-U gu back M Dccenibci 1999. 
tonic anomalous wcij^uiiig unicc invetving ibe iradtitonal Q'l 
occutfvd iu 2000 Htar nuke lunipning the ewu indrxi» hefunr 
2001 probicmaiik. Hordeuilt. tee Owen j. .Siioemakn, 
e/XViwjfiwe flrt«yw Ontintd CPI-U HHtlRtpthr CPI^Ufifr thf 
AlI^US-Ail_ittmi Int/em (J000-20Q3) (tianau ofiuibui Sutuiks. 
2004). wtv«-.hU.gov/wmi/iah»UMh(AilHil05b.lilm. In odclilion, 
althou^ data fur the chnined CPI-U are .wailablc t hrmigh MflKh 
2013. Unal valurt lb) (hai index aie availaUe unJjr iKiuugh 2011. 
4* fJiMMued iackm. 2012 valiict Inr that index iitcil in 
Fi^atre 1 are interim values.) 


mostly .smaller. In addition, the gap between the rtndi* 
tionai and the chained CPt-U has generally been smaller 
when pricc.s for energy have been declining and largttr 
when those prices have been rising rapidly. 

The difference between anuual increases in the core 
CPI — which excludes food and energy prices — and its 
chain-weighted councerparr has been somewhat less 
volaiile than the difference between increases in die 
overall versions of the traditional and chained CPI-U and 
has shown less ofa trend over rime. However, the overage 
difference for dio&e core measures over the 2001-201 1 
period was very close to the average difference for the 
overall indexes: sibout 0.25 percentage point-s. 

Revisions to the Ciiaiiiecl Index 
A drawback of the chained CPI-U is that it requires new 
data each month on ch.mgcs in consumers’ spending pat- 
terns from the Consumer Expenditure Survey. Those 
dau do nor become available fur some time, so BI.S 
releases preliminary estimates of the chained ^ZPI-U .md 
revises them over the following rwo years. 

Specifically, for ach month, BLS releases estimates of the 
chained CPI-U at three points in time. Tlie in/tia/ esti- 
mate is published a few weeks after the end of the month 
lor which price changes are being measured, at the same 
time as the traditional CPI. Because of the rime required 
to coiJvct and process the spending data, that estimate U 
bavd on data about consumcF?.' .spending patterns that 
arc at least two years old. Inurim estiinuics of the chained 
CPI-U are published each February for all months in the 
previous year, and /fntf/ values for that year arc released 
the loilmving Frbruary. Fur example, an initial csriimie 
of the chained CPl-U for January 201 1 was released in 
February 201 1; inrerint esiiinates for January 201 1 
through December 201 1 were released in February 2012: 
and final v.tiucs for all months in 201 1 were published in 
Fc^iruar)' 2013. By contnur, the values of the traditional 
CPI chat arc currently used to index fcdetal ptograms arc 
not revised." 


1 2. BIjS abci publisbo usumam uf the CPI that jir ^diiuml to 
remove ibe efl<.vt>t)f<enKinal inlluenco liiich » lh« fact ihal 
ah)>ougti oran^ ite ovaiUbk year-round, they arc much more 
enpensTve in the tuuimcr. when rhey are out ofsesaini) 1 he 
icostinjlly adinnni values nf the CPI are revued. but thn«e vulttet 
nre not used to index fcdenl programs. 
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Figure 1. 

Comparison of the Chained CPl-C and the Traditional CPl-li 

Inflation as Measured by the Chained CPI*U and the Traditional CPi*U 



Difference Between Inflation as Measured by the Chained CPI'U and 
inflation as Measured by the Traditional CPI-U* 



Source: Congressional Budget Office based on data from the Bureau of Labor Statistics. 

Notes: Data are quarterly and are plotted through the fourth quarter of calendar year 2012. The 2012 values of the chained CPI-U used to 
estimate inflation are Interim values. 

CPI-U s consumer price index lor all urban consumers. 

a. in this panel, negative numbers indicate that inflation as measured by the chained CPI-U was lower than Inflation as measured by the 
traditional CPI-U. 
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Using the Chained CPI-U to index 
Social Security, Other Federal 
Programs, and the Tax Code 

The purpose of indexing &>L'iA'i) .Security Aind other federal 
benefns for itiiliiinon is to pirvenc the purchasing power 
of those benefits from eroding over time as prices rise. 
Simibriy. the purpose of indexing parameters of the tax 
code is to tax simibr amounts of ival (inRanon'adiustcd) 
income at roiighly the same rates over time. 

Cosi'ot'-living adjimmenni for Social Security are based 
on changes in lire CrbW. A person's initial Social Secu* 
ricy benents are determined primarily l>>’ that individual s 
lifetime earning? and the past growth of w.Tgcs nation- 
wide.*' Renetit.s increase annually by a C01 A (except 
when the CP^^K' declines). The adjustment is applied to 
December benefits, which are sent to recipients in janu- 
ary. and reflects growth in the CPI-W from the third 
quarter of the previous year lo the third quarter of the 
current ycar.'^ (Data for September the final month of 
the third quartet, become avaibble in October.) For 
example, the 1.7 perceor COLA that applied to beiicBix 
paid bi January 2013 was leased on the tncreue in the 
CPI -Vt' between the third quanets nr20n and 2012- 

Growth in the CPI affects spending for numerciitv orfrer 
federal programs os well, For example, COLAs for federal 
employees' pension benefits are buMid on the CIM-W, and 
the federal poverty guidelines — income thresholds that 
are used to determine eligibility Ibr many programs 
aimed at tawer-incomr people — ate indexed to the 

CPl-U. 

Patamecers of the tax code that arc indexed for inflation 
include the amounts of various exemptions and 
deductions; the income thresholds that divide the rate 


ti. lor dnaiU. are Congm«inrul Riidgrt OITicc. /W^ty 

(.ifnhm duly 20I0K pp. 2-.). www.cbo.^/piiMA:i>iMn/2l5a7. 
iVior m dij>tbitity. initut Imielit* Ait iiitlexecl lu ihe axera|^ level 
of etrninf;^ m ihr cennomy rather than lo the Cl*!. Htnvrvci. 
bcOivcen the umc toimonc bccomcx di^ible ibr bcnrfiix (in ihc 
tiuvula rcMieiJ xwiker. at4{?! 62) and ih< timeilunr beneliu jrr 
cUimeii. initial bmeTii amcuinu .ire indexed to ihe CPt-W 

H. (f ihc Ksuliin^ adiuxmsenc a ru^rivr, no COLA U|iwrL The 
nest COLA neettn when the CPt.W ^ the thud quancr of the 
caJcitdar year exceed* rhe Cn>W ibf the third Ajuarier of the lau 
year in whicit an adjuionent occuired. hut deutU. Ke Social 
Security Admtiiucraikni. 'latest (oKt-oFLiving Adjimment’ 
(Octoba I6. 20)2). www.«u,gov/oact/colrt/la(CttCOlAhttnl 


brackets for the individual income tax and the .deernauve 
minimum tax: the maximum size of tax-deductible 
contributions to rciirrment accounts; .ind the phAscout 
thresholds for various exemptions, deductions, and cred- 
its. If thtue values were not indexed, average rax rates 
would gradually rise as the efhxrs of inflation boosted 
people's income, pushing ihnu into higher tax brackets 
and reducing their eligibility for various exemptions, 
dcducrions, and credits.*' All of those parameters are 
indexed by adjusting them for the growth in the average 
monthly CPl-U between a base year (which runs from 
September through August) and the must recent 
Sepiember-io-August period-** 

An alternative to curtenr law would be to index federal 
progracas and the tax system to (he chained CPI-U niiher 
than the traditional CPI-U or the CPl-W. In programs 
that use components of the CPI for indexing (such as 
the CPI for medical care), the dtained versions of those 
components cmild be used. Because the chained CPI-U 
generally grows more slowly than the traditional CPI 
does, such a change would reduce federal outlays and 
incre.ue federal revenues. 

For Social Security, that policy change would not alter the 
sixe of people's benefits when they are First eligible, either 
now or in the hiture, but ir would rcdtice their bcncRri in 
subsequent years liccause of the reduction in the average 
COIA. The impact would be greater the longer people 
received benefits (ihar is. the mure reduced COLAs they 
experienced). For cxaiitpic. after a year, the Social Secu- 
rity benefits paid to a 63'ycar'old who had claimed initial 
nriiremcni benefits at age 62 would be about 0.23 percent 
lower, on average, if the chained CPI-U was used for 
indexing instead of the CPl-W, CBO cnimatc-s. Alter 
10 years of COLAs, the cflcct fora 73-ycar-uld would 
be 2.5 percent, on average; after 30 years of COl As. the 
effect lor a 93'yeaf-oid would be 7.2 percent, tm aver- 
age.*' The impact would be rspecially large for some 


IV F.vru with iiidexiitg;, avm|;e cax tato tend lo increueovet lintCM 
the nal {>niwtli nfinetimc (growth .ihovc and bo'ond the cfFecu of 
inllaiion) puihcs iaxp.nvr» into higher rax brackeis. 

] 6. Srptentlwr-tivAugiui awmgu are uwd ifuteid of ralencbr year 
awnign because they* allow cnoufdt time lo iticorpoiute the new 
dolLu amouuu kir itidcxcd putatrteters tntii lax futna fw the 
coming yor 

17- The effeii after 30 wan is dightly lea than ibrec timn a* large a* 
ihecffevi aliet ] 0 yea/x because in kucr yean, the lower (iOlA 
applies CO benefns that have iilready been reduced. 
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disabled beneficiaries; ibe>' |:cneraUy become eligible for 
Social Security benefca before age 62 and thus can receive 
CO LAs for a longer period. 

To protect cerrain people from those rcxluctitms hi iKutc- 
fits relative ro current law. lawmakers might choose to 
continue to base COLAs on the traditional CT*I for benc' 
fictaries whose income or benefits are less than specified 
amounts or who have received benefits for a long period. 
A)tcnuTi\‘cl)', lawmakers coitld compeasace those benefi' 
ciarics In some other way for a reduction in COLAs. For 
example, the President s budget request for 20 H proposes 
rai.sitig Social Security benefits foe certain groups and 
excludes some programs (such as Supplemcnral Scatricy 
Income and the Supplemental Nutrition Assistance Pru> 
gram) from changing ro the cliamed CPI-U for indexing. 

Budgetary Eflects 

C'BO and the suiT of the Joint Committee on Taxation 
estimate that switching to the chained CPTU on a 
goventmenewide basis sran'ing in calendar year 2014 
would reduce the deficit by a total of $.140 billion over 
the next 1 0 yaxis (see Table 1 ). Sucli a change would 
decrease federal spending on mandatory programs (direct 
spending) by $216 billion and increase fcricnl revenues 
by SI34 billion over the focal year 2014-2025 period. 

A litdc more clian half of the reduction in spending 
would be for Social Security. According to CBO's analy* 
sis, using the chained CPLU for annual COLAs would 
reduce outlays for Social Security (relative to CDO s 
current'law bavelinc) by $1.6 billion in 2014. Those 
savings would grow each year, reaching $24.8 billion in 
2023. and would total SI 27 billion over the 2014-2023 
period. CBO proiecis that Social Security recipients 
would focc an average benefit rvduaion of 0.25 percent 
in 2014 (ahoui S3 per person per munih) and approxi' 
roarely 2 percent in 2023 (roughly $30 per person per 
month), lhat estimated average reduction in 2023 
rellects larger i>crccntagc cuts (of up to 2.5 percent) for 
people who arc already receiving bcncfiu today or will 
become eligible for them shordy (and who thus would 
have experienced smallcx COLAs for nearly a decade by 
2023) and smaller curs for people who will become dib- 
ble for benefits Utcr (.md thus would have experienced 
smaller COLAs for a shorter peritxl of time in 2023). 

By 203.3. outlays for Social Security would be 3 percent 
lower than they would be under current law. or 6.0 per- 
cent of gross domestic product (GDP) rather than 
6.2 percent’* As a result, the gap between Social 


5ecuric)'’s oudays and tax revenues in that year would 
.shrink by about one-sixth, to 1.0 percent ofCDP. 

Switching to the chained CPI-U governmentwide would 
aUo lower benefits in ocher programs that appi)' auto- 
matic COIAi. including civil xervio; and military retire- 
mem. Supplemental Security inunne. and veterans' 
programs. In addition, the change would reduce fedetal 
spending for Medicaid. Medicare, higher education assis- 
tance. and nutrition programs, among other m.'indatory 
programs. In rhe case of certain means-tested programs, 
suclt as Medicaid and nutrition assiscance. those reduc- 
tions would occur in part because using the chained 
CPI-U CO make annual adjustments to the federal poveny 
guidelines would decrease eligibility for those programs. 

The impact of using the chained CPI-U would vary 
among participants in thealFcacd programs. Where the 
indcuc was used to inflate a benefit or payment level, such 
as with Social Security, all program parricipants would 
receive a lower benefit than they would under current 
law. Where the chained CPI-U was used to inflate a 
threshold, -suiJi as the federal poverty guidelines, iheit 
would be a large effa:r on participants who lost eligibility 
for certain benefits hut no effect on other program 
participants. 

In the case of Medicare, for example, switching to rhe 
chained CPI-U would afiecr both payment rates and 
thresholds for mean-v-tested elements of the program. 
CUO estimates that such a polic}' w'oald reduce net 
Medicare spending per hencficiAry by an .UTtage of 
roughly S3 per month in 2023. Of ch.tt amount, abmn 
$2 per beneficiary, on average, would reflect reductions in 
payments to providers and plans for services furnished to 
beneficiaries; those reduction* would affect payments for 
services forrrUhed to most beneficiaries. The remaining 
reduction of rou^ly $1 per benefietary, on average, 
would stem from rwo factors; Pirn, roughly half a million 
beneficiaries would se£ their premiums for Parts D and D 
of Medicare increase by up to SI 25 per mnndi bexause 
they would become subject to hi|hct premiums on rhe 
basis of rheir income. Second. Medicare spending would 
be reduced by an average of about $300 a month for 


1 8 - C 80 » moM rweiu lao^ienn pfujcciioov of Sueial S«.-unt)' oui • 
lays urHkr current ore <fo<nhe(l in Otirgronorul 
OAuc. Tlf 20/2 Ijrnj^JertH Ptuffttmn fir 
A4ditwt*iil tOdober 20)2). WMv-xba>.gDv/ 
pulilicai IomM <648 . 
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Table 1. 

Estimated Budgetar> Effects of Using the Chained CPI-U for 
Mandator) Programs and the Tax Code Starting in 2014 

{Qianges from CBO's February 2013 baseline, by fiscal year, in billions of dollars) 

Total, Total, 

2014- 2014* 

2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 2018 2023 


Changes rn Outlays for Direct Spending Programs 


Social Security 

•u 

-3.7 

-6.0 

-8.5 

-U.2 

•U.8 

-16.5 

•197 

•210 

-243 

•31.0 

•127.2 

Other Benefit Prugrams With COLAe* 

OS 

•1.2 

-2.0 

•2.6 

•33 

^.0 

-I.S 

•S5 

•65 

•7.0 

-9.5 

-37.5 

SNAP Interaction With COlA Programs*’ 

• 

0.1 

OJ 

0.2 

03 

03 

0.4 

0.4 

0.S 

0.S 

07 

2.8 

Health programs' 

-02 

■05 

•1,0 

•1,4 

•23 

-2.7 

-3.8 

-4.6 

•55 

-6.7 

•5.2 

-285 

Refundable Tax Credits 

0 

•03 

-0,6 

-1.3 

13 

-1,7 

-2.4 

-25 

■33 

•3.7 

•4.1 

-17.9 

Other Federal Spending'* 

• 

•03 

•0.4 

•0.6 

•03 

-0.9 

-LO 

•13 

•L2 

•13 

•23 

•77 

Total Change in Dtrect Spending 

•2-2 

•5.9 

-ID.Q 

-143 

-187 

•22.9 

•28.1 

•32,8 

•387 

•43.0 

-5L2 

-2160 






Changes it 

Revenues 





Total Change in Revenues* 

1.2 

2.6 

5.5 

7.8 

9.4 

13.0 

15.6 

19.2 

22.7 

263 

26.S 

1237 






Net Decrease (-; 

) in the Deficit 





Total Change in the OeTicit 

3.4 

•B.5 

-15.4 

-223 

•283 

-35.9 

•44.0 

-510 

-60.6 

-69.3 

-777 

•3395 

On>Du0get 

•1.2 

-43 

•9.4 

-U.6 

•17 0 

-22.1 

•27.4 

•327 

•385 

-43.9 

-467 

-2115 

Oll-Oudgel' 

•1.6 

•37 

-6.0 

•85 

•U3 

•U.8 

•16.5 

•19.4 

•223 

-25.4 

•31,0 

•1283 


Sources: Corigressianal Butlset Ottos; slaft ol the Joint Committee an bxation. This estimate was first published <n Coog'iissioriai Budget 
Office. Pn/immafy£siifrKiteof^Stft/^ary£nMsofi/Sfftprf>eCA9i/f€<fCP/^fMMaatofyPfv^amsBnaiAt tixCw/tStartififftn 
:?0J4{MaKh 1, 2013), wvrw.cbo.gov/publ<cati«n/4396S. 

ffoles: These estimates reflect an assumption that the policy change is enacted by October 1. 2013. The estimates are subject to change, 
depending on legislative language. 

Numbers may not add up to totals because of rounding. 

CPl'U s consumer price index tor all uihan consumers; OOU = cost-oMiving adjustment; SNAP s Supplemental Nutrition 
Assistance Prognun; * « between 450 millton and SSO miNion. 

a. Includes dvd service retirement, milttary rebrement. Supplemental Security Income, veterans' pensions and compensation, and other 
retirement programs whose COLAs are linked directly to COLAs for Social Seoirny or civd service retirement. 

b. The policy change would reduce payments from other federal programs to people who also recerve benefits from SNAP Because SNAP 
benefits are based on a formula that considers such income, a decrease in those payments would lead to an Increase in SNAP beneflts. 

c. Consists primarily of changes to various payments and collecbons m Mediare and Medicaid and changes in outUys associated with 
subsidies tor health msurance purchased through eiichanges and other health Insurance provisions established under the Atlordable Care 
Act. Includes the effects on health programs el using the chained CPlHi to update the federal poverty guidelines. 

d. Indudes changes to various benePIsand levels in other federal programs, such as Pell grants and student loans, SNAP and child nutnTlon 
programs. Also includes the effects on nonhealth programs ol using the chained CPl-U to update the federal poverty guidelines. 

e. Indudes changes to revenues from indexing parameters of the tax code and changes in the revenue portion of refundable tax credits lor 
health insurance purchased through exchanges, as well as other effects on revenues of the AtfordaUe Care Act's provisions related to 
iiuurance coverage. 

I. Ofhbuoget changes reflect changes to outlays tor Social Secunty benefits and changes to Sooal Security revenues. 
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jpproxini4(e)y 100,000 bcnciiciaxics who would qinlil)' 
lor th« P,irT D Ifiwdncnme subsicty prognm (LIS) under 
current Uw, because rhoec bcneliciaries would receive less 
generous or no LIS subsidies for Part D premiums or cost 
sharing under the policy. 

Approaches lor Dealing With the Delay In 
Determining the Final Value of Uic Chained CPM! 
Switching to the chained CP]>U in government programs 
and the tax code would be complicated by the feet that it 
can take up to two years to release the final value of diat 
index lor a given month. That delay could be bandied in 
various ways for difl'crcnt programs and ux provisions. 
For simplicity, this discussion focuses on Social Security.'^ 

One approach to surmounting the delay in determining 
the final value of the chained CPI-U woold be to base 
Soda! Security COLAs on the diftcrence between the 
tnilial relea.sc.s of the chained CPI-U from one year to 
the next, with no further adjustments as those initial esii* 
mates are revised. The initial value of the chained CPI-U 
is Rleased at the same time as the CPI-W and CPLU, sO 
such a swifcli would be stra^iforwaid technically: In 
(be Ibroiula for computuig COLAs, the CP)-W could be 
replaced with the initial release of the chained CPI>U, 
and no additional changes would be needed. In that case, 
as under current few. all beneliciaries would receive rbe 
same annual ccnt-ur-lmng adjustment. 

However, uuder that approach. COLAs would nor incor- 
porate revtskins to past releases of die chained CPI-U — 
so errors in the initial estimates of the chained CPl-U 
would lead in permanently lower or high^t benefits for a 
cohort of beneficiaries (people who become entitled to 
benefits in the same year) th.in the benefits that would 
correspond to the bust estimates of innanoii. As an iOus- 
rrarion. retired workers W'ho turn 62 in 2015 will receive 
(heir first cost-of-living adjustment in 2016. if the 
chained CPi-U was adopted using this appnxich, that 
adjimmem would equal the growth in the initial value of 
the chained CPI-U between 20 1 4 and 20 1 5. 7*he second 


IV. IstrdclatU abuiit thb>iinil other clwllengcs in Imptv'mcrntng 
chf n{xt t>> COLAs Tm civil wrvici' stid miluaiy miKmcni hciw- 
fiuand in intteunj; paiameursuf dir u\ »iclc. m OmgKsnonai 
Budget Offiev, witK ihr Cluincd CH-U fer tin I'tovi- 

sHMiv and l-cdcnl Piogninu" (ifchniod 4ppc«<dix m 
rtU Mfwon «/■ InflatiuH for Indtxitti Ment! aW Tom 

Cadt, Fi-tirusfy id, iOlO), Mrvvw.clto.pov/»n«utlelauliyrilcs< 
i-bultles/lipdncs/l IJkxMpcI I2A6/M-Kbapppndix.|^f (76 KB^. 


COLA for that cohort, which would alfirct 2017 benefits, 
would equal the growth in the initial value of the chained 
CPI-U between 2015 and 2016. .tnd so on. Therefore, 
(he total increase in the benefits for (base workers since 
(hey began receiving COLAs would cqtui the dillcrcnce 
between the /m/iie/2014 v.aluc of thech.iincd CPI-U and 
(he mtttt recent initial value. Th.i( difference would not 
be the best estimate of overall price growth over chat 
period, however: tite best estimate would be the dififer- 
ence beeween the 2014 value of the c-liained CPI-U 
(which will become available in 2016) and ihc most 
leccitr initial value. If the initial 2014 estimate was lower 
(liaii the final estimate, benefits would always be higher 
than they would have been without that error. Con- 
venely. if the initial estimate was higher than (he final 
estimate, benefits would be permanently lower. 

An oltcmarive, more complex, approach to using the 
chained CPl-U for Social Security would link the COLA 
for each cohort of beneficiaries to the most recent esti- 
mate of total infiarion since that cohort became cniidcci 
to benefits. Specifically, the annual COLA for a cohuri 
would be calculated so that the cumulative COlAs ihal 
cohort would receive since becoming entitled to benefits 
would equal tIte difierence between the value of the 
chained CPI-U from the year before enrirlemeni — which, 
after two years of entitlement. wtnJd be the final value — 
and the latest initial value ol the chained CPI-U. 

For beneficiaries who had beeit lecdving benefits for 
several years, that calculation wuuld yield COLAs tliat 
would be. perhaps suiprisingly. the same as under the first 
approach: chedtftereocc between the inmal releases of the 
cliained CPI-U. Consider a simplified example in which 
the chained CIM-U U revised only once rather than twice. 
Suppose chat the final value of the dtained CPI-U far 
)'car I is 100. chat the initial value for year 2 is i01..uid 
(hat the following year tliai initial value ta revised to 102. 
The COLA based on the change from year I to year 2 
will be 1 percent, which is about I percentage point lower 
than the final change in the chained CPI-U (102/100). 
Now suppose the initial value for year 3 U 105. The 
COI A between year 2 and year 3 ihai will make cumu- 
lative COlAs equal to the most recent estimate of 
cumulative inflation since year 1 will be about 4 percent. 
iKcaiue that will moke cumulative COLAs equal to alHnu 
5 percent (1 percent plus 4 percent) and cumulative inlla- 
(ion 1 $ also 5 percent (105/100). However, that COLA of 
4 percent also equals (he dilTcrcncc between the initial 
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Figure 2. 

Difference Between Initial and Final Estimates of the Chained CPI-ll 



Sourcfi: Congrassional Budget Office based on data from the Bureau of Labor Statistics. 
Motes; Data are quarterly and are plotted through the fourth quarter of calendar year 2011. 
CPl-U K consumer price indeK for all urban consumers. 


releases of the chained CPI>U (105/101). Essentially, a 
COLA chat looks erroneously high given rhe change? in 
the CPI'U between years 2 and 3 (a ^ percent COLA, 
compared with the best current esrimatc of inHaiion 
between those ycais of only about 3 percent (105/102)) 
offsets the erroneously low COLA that occurred on the 
basis of the initial estimate of the change in the chained 
CPI-U from year 1 to year 2. 

Newer beneficiaries, however, would receive diftcreni 
COLAs under the alternative approach than under the 
first approach, because they would not have been subject 
to erroneous COLAs in previous years. In the simplified 
example, benefreiartes who begin to receive benefits in 
year 2 receive a 3 percent COLA from year 2 to year 3 
because that corresponds to the most recent estimate of 
cumulative inflation since that cohort became eli^blc for 
benefits (105/1D2). Asa result, under this approach, new 
cohorts of beneficiaries would receive different COLAs 
than other cohorts. (For details of how this approach 
could be applied, see the appendix.) 

The magnitudes of the average error in initial values 
of the chained CPl-U (that U. rhe a\'erage difference 
berween the initial and final values) and of the deviations 
around that average are important considerations in 


choosing between the two approaches. Under the first 
approach, if the initial index value was always lower than 
the final value by iftf jante amount, bcnent.s woidd not be 
affected by those errors, because the errors would cancel 
out when the differences between rhe initial values of the 
index w-ere calculated. However, unusual errors in the ini- 
tial values of the indcsi would affect bcnefii amounts for 
each subsequent year because those errors would not can- 
cel our o\’cr time. Thus, benefrts under the Brst approach 
would be aifected by deviations from the average error. In 
conirasi, under the alternative approach, unusual errors 
in rhe index would be corrected bi a subsequent year. 
Therefore, lifetime benefits would not be affecred by 
deviations from the average error under cluii approach, 
but they would be affected by the average error. For 
instance, if the initi.il index value was always lower than 
the final V'alue by the same amount, lifetime benefits 
would be lower by the same percent^. 

Initial values of the chained CPbU have generally been 
slightly lower than final values (see Figure 2), For exam- 
ple, from 2002 through 2005, the initLil quarterly values 
were lower than the final values by 0.09 percent to 
0.49 percent. In recent years, that gap has widened: Ini- 
tial values have been lower than Hnal values by as much as 
0.64 f>ercem. or in some cases have exceeded final values 
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by up to 0.0(1 percent. As » result, under the first 
Approach, benefit payments would have differed from 
those chat would have occurred if rhe final values of the 
chtuned CM'U had been known right away. On average 
over the 2002-201 1 period, (he Inicial values for rhe third 
quarter of the calendar >^*ar — the quarter whose values 
are used to index .Social Security benefits and civil service 
and military reriremenr benelits — were 0.26 percent 
lower than the final values. As a result, under die alter- 
n.stive approadi. benefit payments would have been 
0.26 percent lower, on average, than if (he fin.il values 
of the chained CPl-U had been used. The alrcrnarivc 
approach ivnuld have led to dilTeFcnt benefir payments 
for different ctiborcs, because it w'onld have airrecced 
errors in c.ich cohort’s early COI.A* that differed from 
the average error. 

When the chained CPUU was fim published, in 2002, 
BLS hod litde historical data available on which to base 
the methodology it used to estimate the initial and 
iiucrim values, so ir b^an wirh a simple model. If better 
estimating mctliods arc adopted in the future, (lie initial 
and interim values of the index will still differ from the 
final value, but the diffemices may be notably smaller 
th.'Ui in the past. 

Measures of Inflation for 
Specific Populations 

riu- consumer price index reflects prices paid for the 
goods and services purchased by an average household, 
nor by any specific individual or by rlie average person in 
certain age groups, income groups, or other categories. 
Therefore, roust people experience price ciiaiigcs that are 
either higher or lower than reported in the CPI. Comput- 
ing changes in the cost oflivingscpararety lor each person 
would nor be feasible, but different indexes could be 
cdculati'd lor subgroups of the population nrfnrdiffCT- 
em policy purposes. For example, the purchitsing patterns 
of disabled .Social Sccurif)’ beneficurics presumably differ, 
on average, from (hose of elderly .Social Securiry beticfi- 
dnrics. which provides a tationale for ind«»ing Disability 
Insurance benefits differcnily from Old-Age and Survi- 
vor's Insurance benefits. In addition, beneficiaries of fed- 
eral income support programs presumably buy different 
combinations of goods and services, on average, than 
other cunsumen da Nevenheie^', there is some evidence 
that die average change in prices lor die types of goods 
purchased by low-income people docs not differ sub* 
uamioliy from the avcri^c change in prices overall.^ 


The possibility that die cost of living may grow at a 
different rate for the elderly dian for the rest of the popu- 
lation is of particular concern in choosing a price index 
for Social Security COLAs because Social Security bene- 
fits are the main source of income for many older people. 
BLS compuTta an unofficial index diai reflects die pur- 
chosing patterns of older people, called the experimental 
Cri for Americans 62 years of age and older (C?I-£}. 
Since 19fl2 fthe eadiesr dace for whicli that index has 
been computed), annual inflation as mc.i&urvd by the 
CPI-F. has been 0.2 percentage poinui higher, on average, 
than inflarion as measured by the iradiiionat CPi-U 
(see Figure 3) or rhe CPI-W. Htiwever. since December 
2007. when the most recent recession began, inflarion 
as measured by the CPl-E has generally been lower than 
inflation as measured by the CPI-U or CPI-W, 

The longer-term difference between the growth rates of 
(be CPI-E and CPI-U mainly reflects die focr that a larger 
percentage of spending by dieeldcdy is for items whose 
prices rise especially quickly. In particular, compared wirh 
the overall population, the eldcrl)- devote a much larger 
percent.^* of their spending to medical care. That differ- 
ence in spending paiiems alone accounts for about half 
of the long-run difference between die CPI-E and the 
CPI-U. (The CPI covers oil hc.ilrh care spending by indi- 
viduals. including for insurance premiums, but exdudes 
healch care paid for by governments or employers. In 
addition to inflation, changer in the quality and quantity 
of care contribute to clungcs in total health care costs; 
such changes arc nui irflccted in the CPI on a monthly 
basis, but only when die marker bosket of goods in the 
index is upd.ired and only to (he extent char changes in 
(he quality of care are accurately measured.) 

The other half of (he louger-cemi difference between die 
growth rates uf the CPI-E and CPI-U occurr primarily 
because other goods and services that receive greater 
emphasis in ifie CH^l-E have prices that tend ru rise at an 
above-average rate — most notably, housing. I hc effect of 
(he greater emphasis on hmuing, however, has reversed in 
recent years. Over the past five years, the CPI for Innis- 
ing — which .accounts for 45 percent of the CPl -E bui a 
smaller percentage of the CPI-U — has risen less than the 
(iverall CPI has. That situation may be at least partly 


20. Set Thesb (. Garner, David S. jnhmmit jntl Mary E KiAatlu 
"An ExjKnmenral Q>n<ume< Price Index for the IVx>t.' Monthi) 
Leker kffittts wl. 1 19. no 9 (September )V96>. pp. 32-42, 
WMvr.hU.};pv/inli/ 1 U9b/09/aafoh*,him. 
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Figure 3. 

Comparison of the CPI-E and the CPl-U 


Inflation as Measured by the CPI*E and the CPI*U 

(Pwcefitag* change from one year earlier) 

«r 




Source: Congressional Budget Office based on data from the Bureau of Labor Statistics. 

Notes: Data are ouarterty and are plotted through the fourth quarter of calendar year 2012. 

CPI'E a experimental consumer price index for Americans 62 years of age and older; CPI-U a consumer price index for all urban 
consumers. 

a. In this panel, positive numbers indicate that inflation as measured by the CPI-E was higher than inflation as measured by the tradibonal 
CPI-U 
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&nribuuble to the collapse m housing prices that largely 
resulted from overbuilding during the previous economic 
Inxim. Housing prices have started to rise again, however, 
and CBO expects that increase to continue in the coming 
decade, so it amicipalcs that the CPI-E wilt outpace the 
CPI'U in the future. 

If pobeymtakers believe that the CPI-E is an appropriate 
measure ol inflation for the elderly, the)' could use it to 
index programs that serve that population. A chained 
version of the CPI-E could also be developed to better 
account for economic <subsutution by )>lder consutneni, 
but doing so would require coUcaing signlflcandy more 
data about the purchasing patterns of the elderly. 

Ir is imdear, however, whether the cost of living actually 
grows at a faster race for the elderly than for younger pco> 
pic, despite the faa that changes in beahh care prices play 
a disproportionate role in their cost of living. Determin- 
ing the impact of rising health care prices on the cost of 
someone's standard of living is problematic because it is 
ditflcult to measure the prices that individuals actually 
pay and to acairatcly account for changes in the quality 
of heatdi care.'^* Both treatment costs and the value of 
improvcxl ca’atments ohen increase rapidly. Ilius. more 
uncertainty exists about measures of price growth lor 
health care than for other gtxids .md seri'iccs. Many 
analysts think that BL5 underestimates the rate of 
improvement in the quality of health care, and some 
research suggests that sudi improvement may moke 
the true increase in the price of health core more th.'Ui 


21 Wltrn the pose of a ^Kultir service dunges. h can be tliificuilc 
to determine whni purlkm of the price giovdi n actribuiaUe k> 
underlying impNwcinents in ihe<)ualityo( the goaJot service and 
what pimkifl L Httribtuable tu inHation— csprcully iu the ease nf 
dcctmnk goodi anti rnolksl rerviors. Mou Hnalytu think ibai 
diii difliculty (cads tu an upwaid bias in flic CTI. witkh is k<u«wn 
al tjualiiy bias. Suih bias U ptocnl in .dl forms til ihc CPI and b- 
out limited lu ibv CPI-E. 


RAI«:. AM) riir. VX CODK RNi iNFlATlirV APttll. iOl 1 

I percentage point a year .tmoller, on average, than the 
increase in that price measured in the CPi.*'If that is the 
case, then all versions of the CPI overstate growth in the 
cost of living, with the ovctsrntcmcnt being especially 
large for the CPI-E because of the large weight on health 
care in that index. However, if health care increases in 
both price and quality, the previous Icnvcr-qualny care 
may become less accessible, reducing patients' options for 
making lower-cost .substitutions. 

The CPI- E differs from the CPI-U only’ by twing differ- 
ent percentage weights for the 21 1 categories of goods 
and services in the CPI market basket. Pot the CPI-E, 
BL5 udculaces those wcig]m on the basis of the spending 
patterns of people ages 62 and older as observed in the 
Consumer Expenditure Survey, whcfca-v for the CPI-U. 
BI.S calculate.^ expenditure weighi-s on the basts of the 
spending patterns of all urban consumen in the surs-ey. 
Both indexes use the same underlying price data &ora the 
more than 8,000 item-area indexes. That may be prob- 
lematic beciuse untfiin each item-area index, elderly con- 
siiincn probably have different purchasing pacieriis dun 
all uiban consumers. To address such differences In pur- 
chasing patterns, new indexes could be constructed that 
would also reflect the dilTcrenccs in diflerent pupulatians 
purchasing patterns widtin each item-area index. If the 
prices of goods chat elderly consumers buy within a cate- 
gory rise particularly rapidly — for example, if they’ con- 
sume rooR- medical care with rapidly increasing prices 
than the general population docs— then those new 
indexes wtmid reflect that extra growth. However, if the 
prices of gcKxls that elderly consumcn buy within a cate- 
gory do nor rise panicularly rapidly’, then those indexes 
would not diflW appreciably from the current indexes. 


22. Sre Robert j. Confon. 77>rBniin Ommiftiaa A 

ftfpmptvtinfOnfOee^Lutf.Wotkivft.i'ipa I23M (NaiHituI 
Hunsiuof Economtt Reianeli. June 2U06). pp. 24— 2 V 
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Appendix: 

Cohort-Specific Approaches to Indexing 
Social Security With the Chained CPl-C 


For Socid Security retirees, annual cost-of-living a<i)ust- 
mc^nrs (COLAs) could be h.ased on the growth in the 
chaintHl consumer price index for all urban consumers 
(CPl-U) sina^ the rhiid quarter of the )‘car in which they 
rurncdOI. With that merhod. not ever)- cohorr of bene- 
ficiaries (oil of the people born in » given year) would 
receive the same COLA, but the differences would be 
small (generally about fl. I percent.'^e point). That 
approach would have the Adv.inn>gc of nor adjusting 
new Kcipients' iKncOts (tir errors in psc years' COLAs, 
because those new recipients Nvould not have benefited 
or sufTcred from past errors in preliminary values of the 
chained CPI-U. The most straiglirforwacd way to iinplc- 
niciit cohort-specific COLAs would be to switch from 
the present system, in whidt someone’s Isenefit » hosed 
on the previous year's bencTtc and the C01 j\. to a com- 
putation in which the persons benefit equals a boso-ycar 
bencfic (die primary iitsurancc amouiii in the first ycir of 
eligihtlirv for Social Scairity hciiefiM) adjusted for total 
estimated growth in the cliaincd CPI-U betsveen dtc Iwse 
year and the current year. 


Benefit amounts arc reduced for people who claim henc- 
fiis before the luxraai rexiremeni age and ore raised ibr 
those who claim benefits alter that age. Rut the age of 
claiming docs’ not affect the initia] computation or the 
applicacioii of COlAi. which apply regardless of when 
people claim benefits. 

The chained CPI-U could be used to determine cohort- 
spcciftc COlJ^s by setting beneliis in a given year (the 
“henclit ycaf'l equal to initial benchts adiitsivd lot 
growch in the chained CPI-U between the year in which 
the hcneficiar)' turned 61 and the year before the heneftt 
year. More formally, benefits in t'car j* would equal initial 
heiicfiu rimes ihc ratio of the chained CPI-U in year v- 1 
[o the chained CPI-U in die year in which the beneficiary 
turned 61. The computation would always use die must 
recent data available. .Specifically, the numerator would 
a)wa)*s be the initial value of the chained CPI-U. In the 
first year in which a COLA was applied, the denominator 
would be the interim value of the chained CPl-U; there- 
aher. it would be the final value. 


Under the present system, price index.itton through age 
60 is done implicitly by indexing benefits to Social Seal- 
ric>’'s national average wage index, which is based on the 
average of all wages over a calendar year. Because the wage 
index » a nominal value, it can be considered to incorpo- 
rate both real (indaiion-adjuvrcd) ivage growth and price 
growth — including price growth from the year in which 
the hcnefid.iry inrnx 59 to the year in which he or she 
turns 60. The COI A is then applied to benefits for the 
December of the )*ear in which the beneficiary turns 62. 
That COIA cqiuU the prite growth between the third 
quarter of the year in which the person turns 6 1 and the 
third quarter of the year in which he or she turns 62. 


For tmamplc. if someone turned 62 in 2013. no COLA 
would he applied to benefits paid in that yean hcnefiu 
would simply be die primary insurance amount (adjusted 
for the age of dotming). Then, for benefits paid in 2014, 


bencfir^Ha 


* benefit 


initial indeXjniA 
interim mdex 


(t) 


For heDefits paid in 20 1 5. 


bcncfit)oi5 


bcncfit^oii ^ 


initial index > 01 , 
final indexju)* 


( 2 ) 
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Antu.iuij 


And in later year^, 


benefit, - be]iefic>ui(X 


initial index. , 
final indcx^oi: 


(3) 


Using historical data for the chained Cl’hU and third- 
quartcr*ro-third-<]uarter inflation rales illustrates how the 
above formulas would have applied to a beneficiary who 
turned 62 in 2005 with a primar)'^ insurance amount of 
A 1.000. Tltat person would have received rhe following 
monthly bcncfiu <wtth each value rounded to the nearest 
10 cents): 


benefit * $1,000.00 (4) 


Benefits in 2007 would have been 


bciiefu^ 

S 1. 000.00 X 


» bcncfitj,«i X 
117.725 


110.790 


initial index ^(, 0 ^ 
final 'mdeX2Ri4 
* $1,062.60 


( 0 ) 


Applying the initial 2006 inflation estimate of 

3.08 percent to the 2006 benefit of $1 .0.50.30 would 
have produced a 2007 benefit of S 1 .062,00. The act iial 
2007 benefit would be 60 ceni£ higher, reflecting the 
upward revision to 2005 inflation (from an initial 
estimate of 3.03 percent to .in inictim estimate of 

3.09 percent). 


benefitjw^. = benefit^ X 
H3.945 


initial index }QA<i 
interim index ..ra, 


$1,000.00 X 


1 10.596 


SI. 030.30 


The revisions made to the initial values of the chained 
CPl'U for 2005 to 200H would have rrimmed .about 
0.2 percent to 0.6 percent ftoni each ycaA benefit 
amount relative to the benefits that would have been 
paid if die initial values had equaled the final values. 


Thar adjustment U the same as applying the initial 2005 
inflacion estimate of 3.03 percent. 
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About This Document 


This tenimony updiues Using a Dijfhvnr Measuv of Infiation for Indexing Federal Progtaim and tfse 
Tax Code, a tcporr written by Noah Mcyrtwn that ihc Congressional Budget Otiicc (C'BO) released 
in February 2010. In keeping with CBO's mandate to provide oli|ective, impartial analywis, this 
testimony contains no recommendation-^. 

[>avid Braiier. .Sheila Dacc\'. Robert McC^klUnd. Kevin IVrcse. and hmily Stern of CHt) contributed 
Mgndicantly to the .nnalysis on which this testimony is Itased. Robert Arnold, jm’ce Manchester, .ind 
Sant Papenius-s supervised that work. 

Christian 1 iowlcti edited the testimony, and Jeaninc Rees prepared it for publication. 1 he testimony is 
av.tiUhle on CBO's website (www.cbo.gos ) 
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Chairman JOHNSON. Thank you, sir. 

Mr. Lorenzen, you are recognized for five minutes. 
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STATEMENT OF ED LORENZEN, EXECUTIVE DIRECTOR, THE 

MOMENT OF TRUTH PROJECT, COMMITTEE FOR A RESPON- 
SIBLE FEDERAL BUDGET 

Mr. LORENZEN. Mr. Chairman, Ranking Member Becerra, 
Members of the Subcommittee, it is an honor to be before you and 
an unusual experience to be on this side of the table. 

I am Executive Director of The Moment of Truth Project, which 
was established to continue the work of the National Commission 
on Eiscal Responsibility and Reform, also known as the Bowles- 
Simpson Commission. I worked on the staff of the Eiscal Commis- 
sion. 

On a personal note, I would like to briefly note that I have had 
significant personal experience with the value of the Social Secu- 
rity program having received survivor’s benefits as a child after the 
death of my father, and more recently, having had to manage my 
family’s finances for a period based on Social Security benefits. 

Neither of those experiences have convinced me that providing 
COLAs that are greater than the rate of inflation is the desirable 
policy, rather, that we should try to find a way to make the Social 
Security system fiscally strong by making progressive changes in 
the benefits in a way that stren^hens poverty protections for the 
programs. 

The CPI offers a rare opportunity to achieve both significant sav- 
ings spread across the entire budgets and by making a technical 
improvement to existing policies. 

Brief background. The issue of overstatement of inflation in the 
CPI gained prominence in 1995 when then Eederal Reserve Chair- 
man Alan Greenspan mentioned the issue and his belief in testi- 
mony before Congress. 

Even before Chairman Greenspan’s comments, the Congressional 
Budget Office had done a report noting there was a growing discus- 
sion and debate among economists identifying a bias in CPI. 

In response to Chairman Greenspan’s comments, the Senate Ei- 
nance Committee, chaired by then Senator Pat Moynihan, ap- 
pointed the Baskin Commission, which did a review of CPI and es- 
timated the bias of between 0.7 and 2.0 percent. 

While there was controversy over many of the specific elements 
and disagreements of the specific findings, the general consensus 
was the findings were broadly accepted and confirmed by subse- 
quent analysis by the Eederal Reserve Board and others. 

In response to that discussion, the Bureau of Labor Statistics did 
a thorough review of the methodology and made changes where it 
felt there were improvements that could be made, including intro- 
duction of the geometric mean to deal with lower substitution bias 
and other changes. 

Those changes reduced the bias by 0.35 percent, and were imple- 
mented with very little notice or controversy, very similar to what 
switching to the Chained CPI would do. 

The changes that BLS were able to do administratively did not 
address the issue of upper level substitution bias, which is what 
Chained CPI is intended to do, as described before. 

On the Eiscal Commission, when we started meeting with var- 
ious groups for suggestions about ideas for deficit reduction, 
switching to the Chained CPI for all parts of the budget was one 
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of the common themes of suggestions from groups across the ideo- 
logical perspective, and in the Commission meetings, it was an 
area of early discussion for potential consensus among members. 

There was definite agreement that it should only be done as a 
technical correction and therefore should be applied to all parts of 
the budget equally. Interestingly, it was a Democratic member of 
the Commission who first raised the idea of Chained CPI for Social 
Security, and a Republican member who raised it on the issue of 
revenues, both did so on the basis that it should be done for accu- 
racy. 

The final Commission report did include a switch to Chained 
CPI, and had some low income protections. It was one of the few 
elements that every member of the Commission who voted for the 
plan did support. 

Since the Commission report has come out, there have been addi- 
tional recommendations for improvements for low income protec- 
tions, which should be considered. 

Switching to the Chained CPI has broad support from the Con- 
gress, across the spectrum, which I have detailed in my testimony, 
and has been included in every major bipartisan proposal. 

The budgetary effects have just been described. I would just note 
that while most of the focus has been on the impact it would have 
on Social Security, Social Security represents slightly more than a 
third of the savings while the remaining two-thirds of savings 
would come from revenues and changes in other Government pro- 
grams. 

Switching to Chained CPI would also close approximately one- 
fifth of the Social Security funding gap and help avoid the Trust 
Fund exhaustion, and therefore, avoid the automatic reduction in 
benefits that would occur with Trust Fund exhaustion. 

It is important to remember that under Chained CPI, nominal 
benefits would continue to increase. We estimate they would in- 
crease by approximately 60 percent over 20 years under Chained 
CPI, instead of a 68 percent increase under the current measure. 

Also, interestingly, real benefits for an 85 year old will be higher 
in the future than a similar retiree today. 

If you were to compare a worker who retired at age 65 and is 
85 today and took a worker who retired today at age 65 and re- 
ceived benefits subject to Chained CPI, that future retiree would 
still have a higher benefit in real inflation or adjusted terms by 
about eight percent higher. 

On the distributional effects, both the Tax Policy Center and the 
Social Security Administration have found that switching to 
Chained CPI is roughly distribution neutral. However, that does 
not mean we should not have concerns about the distributional ef- 
fects. 

However, those should be addressed in the context ideally of a 
comprehensive plan where it makes comprehensive reforms of the 
Social Security program and tax system to make the Tax Code and 
Social Security system more progressive, but absent that, there are 
many proposals where you could make much more targeted, much 
more effective improvements to provide benefits for lower income 
beneficiaries who have been assisted by the higher Chained CPI 
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which provides a very blunt and fully targeted way to provide as- 
sistance to those populations. 

Chairman JOHNSON. The gentleman’s time has expired. 

Mr. LORENZEN. Very briefly, moving to the CPI-E would be a 
very controversial step. There are many questions and concerns 
about the methodology of CPI-E. 

I would just conclude by saying that any changes in deficit reduc- 
tion are going to require tough choices, but moving to Chained CPI 
is not a change in policy, but rather a more accurate way to imple- 
ment the current policy and any adverse effects of implementing 
current policy more accurately should be addressed by more tar- 
geted and effective policies. 

[The prepared statement of Mr. Lorenzen follows:] 
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Testimony of Ed Lorenzen 
Executive Director, T he Moment of Truth Project 
Senior Adv isor, Committee for a Responsible Federal Budget 
Before the Subcommittee on Social Security 
Committee on Ways and Means 
U.S. House of Representatives 
Apnl 18. 2013 


Introduction 

Mr Chaimian. Ranking Member Becena. and members of the subcommittee, I appreciate tJie 
invitation to appear before you today to discuss the merits of switching to tlie chained Consumer 
Price Index (C-CPl-U) for provisions in the federal budget that are indexed to inflation. 

I am the Executive Director of the Moment of Tmih Project, a project of the Committee for a 
Responsible Federal Budget established to build on and continue the work of the National 
Commission on Fiscal Responsibility and Refonn (also known as the Simpson-Bowles 
Commission) and which is co-chaired by Fiscal Commission Co-chairs Erskine Bowles and Alan 
Simpson 1 was a stalT member on the Fiscal Commission and was involved in development of all 
policies in the Intal report, including the proposal to switch to the chained CPI and the broader 
Social Security reform recommendations. 1 have been involved in issues related to fiscal policy and 
Social Security in a number of capacities as a Congre.ssional staff member and in the non-profit 
sector for over twenty years. 

On a personal note, I have significant experience with the Social Security program, which shaped 
my views both about tlie nemendoiis importance of preserving a strong Social Security system and 
the need to address some of the shortcomings of the program. As a child, I received Social Security 
survivor's benefits along with my sister after the death of our father. Those benefits were critical in 
helping my mother make ends meet, provide for rny sister and I during some tough financial times 
our family experienced throughout my childhood, and help pay for my education More recently, I 
had the responsibility for managing my parent’s finances after my mother was gravely injured in an 
automobile accident, with my stepfather's Social Security retirement benefit and my mother's 
Social Security disability benefit providing their only sources of income. Because of their 
intermittent work histories and other factors, my stepfather's relatively modest Social Seciuity 
benefit and my mother's very small disability benefit were inadetiuate to meet e.xpenses in most 
months. 

But neither my experience as a child illustrating the value of the Social Security program nor the 
sliortcomings of the current system I witnessed with my parents as an adult has convinced me that 
providing cost-of-living adjustments dial are greater than inllation is a desirable or Justified policy. 
Rather, it has informed my view about the importance of acting soon to enact policies to make 
Social Security financially sound for future beneficiaries in a progressive manner tliat improves 
benefits and strengthens poverty protections for those who are not sufficiently protected by the 
current program 1 believe that the Social Security reforms included in the Fiscal Commission 
report, with some tweaks to the benefit formula and minimum benefit provision we have developed 
based on additional analysis, would achieve both of those goals. 
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While many of the policy options under consideration in recent budget negotiations require various 
tradeoffs and tough policy choices to put our debt on a sustainable path, the switch to the chained 
CPI requires neither In fact, it offers a rare op(X)rtunily to achieve significant savings spread across 
the entire budget by making a technical improvement to existing policies. 

Background 

The issue of bias in the Consumer Price Index (CPI) first gained prominence in 1995 after then 
Federal Reserve Board Chairman Alan Greenspan stated in testimony before the House Budget 
comminee that he believed the existing measure of CPI overstated inflation by 0.5 to 1 .5 percent. 
Chainnan Greenspan's remarks called attention to a growing debate among economists and others 
that had been developing for several years. A report issued by the Congressional Budget Office 
(CBO) in October 1994 found increased evidence of upward bias in CPI and cited estimates of bias 
between 0.2 to 1 .5 percentage points a year greater, with CBO estimating the bias at somewhere 
between 0.2 and 0.8 percentage poinLs of GDP based on the empirical evidence at the time.' 

In response to the increased attention on the issue of bias in the CPI following Chairman 
Greenspan's comments, the Senate Finatice Committee convened a bipartisan blue ribbon 
commission to study the issue called the "Advisory Commission to Study the Consumer Price 
Index” and appointed economist Michael Boskin as its chair. The Boskin Commission issued a 
report identifying several sources of bias in the CPI and suggesting a range for the potential 
overstatement of between 0.7 percent and 2.0 percent " While some of the specific findings and the 
overall estimate of bias estimated by the Boskin Commission were subject to criticism, the overall 
conclusion that shortcomings in the methodology for calculating CPI overstated inflation was 
supported by subsequent research from .staff economists of the Federal Reserve and broadly 
accepted by most economists. 

Following the release of the Boskin Commission report, the Bureau of Labor Statistics (BLS) made 
a number of changes in the methodology for calculating CPI to address the sources of bias 
identified by the Commission and others. In 1999, the BLS adopted a geometric mean to account 
for improvements to whnt is known as “lower level substitution bias,*' when individuals substitute 
within item categories as relative prices change. BLS has made other changes such as the use of 
hedonic qualitv adjustments, which have also resulted in a slight reduction in the growth rate of 
CPI. 

Implementation of the geometric mean has reduced the annual growth rate of the CPI by 
approximately 0.3 percentage points, with other changes reducing CPI fiirther. The cumulative 
impact of these changes on the reponed CPI is approximately 0.35 percentage points, which is 
slightly greater than the impact of switching to the chained CPI. Yet these changes implemented by 
the BLS were automatically applied to the indexation of government programs and the tax code 
witit little notice or controversy. 


' C'ougrcssioaal Hudgul Oltice. "Is Uic Growth of the Cl'l a Bitiscil Measure of Changes tu Uic Cost of 1 ivmg’t" 
(October 19*34). http.', w ow. ebo.gov.'siIes/delaull'TiIes thoIlles. Itpshses 4Sxx'4oe4S.5'.>'doe48.pitr 
■ fhe Advisory Contriii.ssion To Study the Coasuiner' lAice Index. “Toward A More Aecurate Measure Of I'he Cost OI 
I.ivurg" (Ilcecitibci 4, l'W6) http-, 'w\yw',‘'Sagov.hisiory/reporis4Kwkinipihiiul 
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However, the changes made to date by the BLS have not accounted for consumer substitution 
taking place between categories - known as “upper level substitution bias” - which the chained CPI 
would address. This kind of substitution bias occurs because the regular measure of CPI assumes 
consumers will buy the same basket of goods regardless of relative prices, not realizing titat 
consumers can often soften the blow of increased relative prices by consuming more of a relatively 
cheaper good. For example, if consumers respond to the price increase for Granny Smith apples by 
buying more Red Delicious apples instead (lower level substitution bias - changes within 
categories), this is accounted for in the current CPI. Though, the formula does not account for 
changes between categories (upper level substitution bias) if consumers respond to the higher price 
of Granny Smith apples by buying less apples altogether and purchasing more oranges instead. 

Upper level substitution bias is an artifact of BLS’s reliance on a fixed “market basket” of goods, 
based on old purchasing habits. Instead, this could be fixed by using a market basket based on the 
newest purchasing habits, except that this would actually caiLse the opposite problem wheie 
substitution biases cause the CPI to understate inflation. 

As a result, in 2002 the BLS cmatcd a new measure of inflation called the chained CPI (also known 
as the superlative CPI or the C-CPI-U) to accoimt for consumer substitution between categories. 
Tlie chained CPI addresses the upper level substitution bias by using a superlative index that 
updates expenditure weights and formulas in order to address consumer response to substitution 
between categories. As the CBO explains, the chained CPI “attempts to fully account for the effects 
of economic substitution on changes in the cost of living.. [It] provides an unbiased estimate of 
changes in the cost of living from one month to the ne.xt by using market baskets from both monllis, 
thus ‘chaining’ tlie two months together.”' 

This measure has been refined and improved since it was initially published On average, the 
chained CPI has been 0.2.S to 0..^ percentage points lower per year than the standard CPI measures. 
Though this diflerence is small on average, it compounds over time Depending on which index 
you use, prices have either increased by 34 percent (CPI-U and CPl-W) or 29 percent (chained CPI) 
between 2000 and 2011. 

However, unlike the methodological changes in the calculation of CPl-U and CPI-W that are 
automatically reflected in the published measures used for indexing programs under current law, 
using the more accurate chained CPI for indexation instead of the CPI-U or CPI-W requires a 
statutory change in law. 

Fiscal Commission Proposal 

When the staff of the Fiscal Commission began assembling deficit reduction options and meeting 
with organizations and individuals from across the spectrum to solicit suggestions for deficit 
reduction, switching to the chained CPI was one of the common themes that emerged as an option 
with strong substantive and political merit 


' Coagrcssional Hudset Oflicc. “tlsing u nufcniDl Measure ol'lnllatioii tor Indexing federal Progranu and die Tax 
C(>de”|l-ebruBry 24, 2010). hllDii/ivww.efan. eovniodin :^ i 1 2xXidoc 1 1 2 5friL'P I hi icfiMlf 
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Switching to the chained CPI was an early area of general consensus as Conmiission members 
began to discuss specific policy options. It was suggested as an option to reduce the Social Security 
shortfall by one of the Democratic Members of the mandatory spending working groups, and had 
previously been included in bipartisan tax reform legislation introduced by Republican Commission 
member Senator Judd Gregg. Commission members emphasized the importance of making this 
change as a technical improvement to more accurately index programs for inflation and believed 
that, in order to be credible, the change must be applied to all provisions in tlie budget (both the 
spending and revenue sides! tliai are indexed to inflation. 

In the fall of 2010. the Fiscal Commission issued its final report. “The Moment of Truth." which 
was supported by eleven of the eighteen Commission members and included over sixty specific 
recommendations, including a recommendation to adopt the chained CPI as a more accurate 
measure for all CPI-linked provisions in the budget."' 

While every member of the Commission who supported the final report had to accept one or more 
items they opposed in the context of tlie entire plan, die chained CPI was one of the few major 
provisions in the plan that was supported by all of those who endorsed the final plan and even a few 
who opposed it. For instance, Andy Stem, who opposed the Commission's plan, included the 
chained CPI in the alternative proposal he put forward.’ 

Since the report was issued, additional suggestions have been put forward for benefit enhancements 
and low income proteaions beyond the twenty year bump up in the original Commission 
recommendation. These include indexing the Supplemental Security Income (SSI) disregard and 
asset limits that de.serve serious consideration. However, the rationale for using the most accurate 
measure of inflation to index provisions in the federal budget remains as strong today as it did when 
the Commission report was issued. 

Broad Support for Chained CPI 

Switching to the chained CPI enjoys broad support from experts across the political and ideological 
spectrum who agree that it is the best available measure for overall changes in the cost of living. 
Support ranges from Austan Goolsbee, who served as Chair of the Council of Economic Advisors 
under President Obama, to Michael Boskin, who held the same position under the President George 
H.W Bush; experts at tlie Heritage Foundation, the Center of American Progress, the Center on 
Budget and Policy Priorities, American Enterprise Institute. Progressive Policy Institute; the 
National Research Council's Committee on National Statistics; and the editorial boards of the 
Washington Post and USA Today. 

Every serious bipartisan budget plan - Ifoni the Fiscal Commission, the Bipartisan Policy Center’s 
Debt Reduction Task Force (“Domenici-Rivlin"), the bipartisan Senate "Gang of Six" and 
numerous other Congressional leaders in both parties to the Obama-Boehner negotiations - has 


* Naliotial Commissioo on Tiiscai Rcspansibililv and Rcl'onn. “ llic Moment ol TmUi" ^December 1. 2010). 
hllp;V»ki>w moincnlpllmihpiycet.qfg/silc»dcfaxill'lilcik^TlieMpiiiailpfrnijbl2_l_2U10.pdr 


^Andy Stem, "2)“ t'eniury Plan for America s l .cadcnship." (December 20(0) h<tp:/A*rfb.org/blo 9 n/sicrn-n:)c»»ics-pl 8 n- 
lowfCi-budgct-dcricitond-tnvc.sunciiKlcrici( 
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included savings Irom switching to the chained CPI to more accurately index provisions in the 
budget. 


Budgetary elTecIs 

In addition to improving technical accuracy, switching to the chained CPI would substantially help 
to reduce future deficits. While most of the discussion regarding the proposals to switch to the 
chained CPI have focused on the impact it would have on Social Security lead to the impression that 
it singles out Social Security for savings, the impact of the policy would actually be spread much 
more broadly and applied to all provisions in the budget currently indexed to changes in the cost of 
living based on CPI. In fact. Social Security would only make up one third of the savings from 
switching to the chained CPI over die next decade. Another third of the savings would come from 
new revenue and die remaining third Ifom other spending programs and interest savings. 

According to the CBO, switching to the chained CPI would reduce deficits by $340 billion over the 
next decade if implemented for 2014, relative to current law which projects continued 
overpayments and under collection. Adopting the chained CPI for Social Security cost-of-living 
adjustments (COLAs) alone would save $127 billion through 2023, over the same period. Using it 
for COLAs in other federal retirement programs would save another $38 billion, and there would be 
an additional SSI billion in deficit reduction from other areas of the budget. On the tax side, moving 
to the chained CPI would cause tax bracket thresholds and other parameters to grow more slowly 
and raise an extra $124 billion over the ten-year period relative to current law. 

Savings from Chained CPI 
— Social Security — Revenue — Other Spending 
— Inteiesc 


so 



2014 201S 2016 2017 2018 2019 2020 2021 2022 2023 


Source' Committee for a Respoasitile feiieral BuJgcl 

Using a superlative measure of inflation has the added benefit of providing a more accurate 
understanding of changes in real variables in the economy. As the Boskin Commission report 
stated, "Even if no federal program on either the outlay or revenue side of the budget were indexed, 
it would still be desirable to improve the quality of measures of the cost of living from die 
standpoint of providing citizens a better and more accurate estimate of what was acnially going on 
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in the economy ,”* However, the magnitude of our fiscal challenges and the substantial fiscal impact 
of achieving this conrection make this change particularly timely. 

In addition to the S340 billion in deficit reduction, implementing the chained CPI would contribute 
to reducing the long-term funding shortfall in Social Security. Switching to the chained CPI for 
COLAs would close more than one fifth of Social Security's 75-year shortfall This would be a 
significant down payment toward bringing that program into long-term balance, preventing the 
across-the-board cut in all benefits projected by the Social Security Trustees under current law and 
ensuring its existence for our grandchildren. 

While this policy would provide much needed deficit reduction, it should not be considered a 
change in tax or spending policy. Cost of living adjustments for retirement benefits and indexation 
of other government programs and provisions in the tax code are intended to ensure these provisions 
keep pace with inflation. Rather than serving to raise taxes and cut benefits, switching to die 
chained CPI would simply be fulfilling the policy of properly adjusting provisions in the budget to 
reflect for cost of living changes. 

Impact on Benefits 

Importantly, under chained CPI, nominal benefits for Social Security and other retirement programs 
will continue to grow year after year No one will see the dollar value of their benefits go down - 
instead they will continue to go up at a modestly slower pace. The Committee for a Responsible 
Federal Budget estimates that an individual's Social Security benefits will rise by approximately 60 
percent over 20 years under chained CPI, compared to just under 68 percent under die current CPl- 
W measure. 

Most of the criticism of switching to die chained CPI focnses on the reduction in benefit levels 
relative to “scheduled benefits ” Under this measure, the chained CPI reduces benefits 20 years 
from now by between five to six percent. But the scheduled benefits analysis ignores the projected 
exhaustion of the Social Security trust fund by 2033 At that point, revenues will only be able to 
cover 75 percent of promised benefits by assuming that general revenue funds are shifted to cover 
the funding shortfall and to ensure that Social Security pays full benefits despite the legal 
requirement that outlays for benefits be limited to dedicated revenues and the longstanding social 
insurance principle behind the Social Security system. 

By contrast, “payable benefits" take into account trust fund insolvency and the automatic benefit 
reduction that would be required under current law. Considering that the trust fund is projected to be 
exhausted in 2033, at which point beneficiaries would receive a nearly one-quarter benefit cut, 
benefits under the chained CPI would be about 25 percent higher than under the payable benefit 
scenario in 2033. 

In addition, real benefits for an 85 year old will be higher in the future than they are for a similar 
retiree today. When the real benefits for an 85-year old in 2013 are compared to a similar 


“ The Advhiory Commiwiixi To Siudy the Comuniei Price Index. "Towurd A More Accurate Meucure flfTlie Ciisi Of 
Living" (December 4. 1996). hnp:/^ww‘W-.v‘»a,}|jtov.'hisior>'»’i'eportv'iH3skj|ir pt )noil 
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beneficiary in 2033 (assuming both retire at age 65 and accounting for the switch to the chained 
CPI), real benefits for tbe latter beneficiary would be higher because the growth in initial benefits, 
which essentially grows with wage inflation, outweighs the slower growth of the chained CPI. 
Specifically, benefits for the S5-year old in 2033 would be 8 percent higher than tlie present-day 85- 
year old. 


Annual Benefits for Median Earner 

^ Sdiadulad Banefita ^ Payabt* BanaOts ^ Sebadutad 



Source. Social Sccuiiiy Adminisiraiiou 


Dutributional Effects of Chained. CPI 

One concern that has been raised about proposals to switching to the chained CPI is the 
distributional impact and the effect on lower-income Social Security beneficiaries. The non- 
partisan Tax Policy Center and the Social Security Adminisnation have both estimated that using 
the chained CPI would be roughly distributionally neutral for both the tax code and Social Security. 

Because the COLA offers the same percent increase for all beneficiaries, the efieel of switching to a 
more accurate, but modest mea.sure of inflation would therefore be roughly the same for everyone. 
Of course, in reality there would be some slight differences due to a number of factors, including 
how long individuals receive benefits from die program. However, these deviations would actually 
be marginally progressive rather than regressive. According to the Social Security Administration's 
shared earnings quintile, switching to the chained CPI would reduce average benefits in 2050 by 
about three percent relative to the current CPI for those in the bottom three quintiles, and four 
percent for those in the top two quintiles. It should be noted that other methods of modeling income 
- such as the household benefit quintile, individual income quintile, and the average indexed 
monthly earnings (AIME) quintile - can slightly skew the distributional impact of the chained CPI. 

Still, distributional neutrality does not mean we do not need to be concerned with low-income 
individuals and the very old. For all its flaws, the current CPI formula offers accidental protection to 
beneficiaries whose initial benefit levels under the current formula are inadequate and those most at 
risk of outliving their savings - even though it does so in a very blunt and untnrgeted way. Instead 
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of this approach, a better way to protect those groups would be through specific policy changes 
targeted to those populations 

Ideally, these concerns would be addressed in the context of a comprehensive plan which includes 
other policies to improve progressivity of the Social Security system and tax code and other 
provisions to benefit low income and vulnerable populations. For e.xaniple. in addition to switching 
to chained CPI, the Fiscal Commission proposal included a tax reform proposal which eliminated or 
significantly scaled back many tax breaks and preferences that disproportionately benefit higher 
income taxpayers along with Social Security reforms which raised the taxable maximum and made 
the benefit formula more progressive. As a result, the net impact of the Fiscal Commission 
recommendations was highly progiessive for both revenues and Social Security benefits. The 
Domenici-Rivlin plan put forward by the Bipartisan Policy Center Debt Reduction Task Force, 
which also recommended switching to the chained CPI as part of a comprehensive deficit reduction 
plan, produced similar results. 

Looking specifically at proposals to switch to the chained CPI in isolation, any undesirable effects 
of the chained CPI on certain vulnerable populations can be addressed through small policy changes 
targeted to those populations rather than continuing to provide higher tlian justified inflation 
adjustments for all individuals regardless of income at a cost $340 billion over ten years. For 
example, the Fiscal Commission recommended instituting a flat dollar benefit bump-up equal to 
five percent of the average benefit. Calculating the bump up based on the average benefit rather 
than as a percentage of an individual’s benefit level would target assistance to those who need it the 
most by providing a greater percentage increase in benefit levels to beneficiaries with benefits 
below the average level, as illustrated by the chart below. 

Annual Benefits for Median Earner 

^ Sch«dutttd Banafits ^ Payabla Bvnafits * Sc#t*(iulad iV CC^ 



Source: Social Security Adminisiralioti 


Other policies such as enhancing SSI benefits or increasing the refundability of certain credits on 
the tax side could be included in a package to offset the impact of the change on lower income 
individuals. Moreover, policymakers could further look at enhancements to food stamps or other 
low'incomc programs to offset the impact on means*tested programs 
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Overall, there is no reason to maintain an average tax windfall of S450 for those in the top quintile 
as a result of using an inaccurate measure of inflation in the tax code just to prevent a $25 tax 
increase for those in the bottom quintile. Likewise, tltere is little reason to provide higher tlian 
warranted increases in benefits for all Social Security beneficiaries Just to protect lower-income 
beneficiaries when those concerns could be addressed by much more targeted policies and at lower 
overall costs. 

Chained CPI and Social Seciirily 

One of the primary arguments raised against using the chained CPI to index Social Security benefits 
is that it is inappropriate because it does not reflect the spending patterns of seniors, particularly tlie 
higher than average spending on health cate by seniors. As a result there have been suggestions that 
the experimental CPI for the elderly, or CPI-E, an experimental index developed by BLS, would be 
a more appropriate measure to calculate Social Security COLAs. 

In contrast to the broad consensus among economists that the current CPI measure overstates 
inflation, there is much less agreement about whether the correct cost of living index for the elderly 
is, in fact, higher than it is for younger Americans. A recent CBO report stated that “it is unclear 
whether the cost of living actually grows at a faster rate for the elderly than for younger people."’ 

With respect to the criticism that using the chained CPI to index Social Sectrrity does not account 
for higher spending by seniors devoted to health care, studies have suggested tliat the BLS may 
overstate the effect of health costs on inflation. This would offset the impact dial higher average 
spending on health care by seniors would have on inflation. In addition, while total spending on 
healUi care for seniors as a group is higher than odier age cohorts, most of the higher spending is 
concentrated in a relatively small portion of seniors.* Instead of providing higher cost of living 
adjustments for all seniors to account for higher health care costs for a small percentage of seniors, 
the better policy would be to provide catastrophic coverage for seniors with high health care costs 
through out of pocket limits in die Medicare program as the Fiscal Commission and others 
recommended. 

The CPI-E has several flaws that are likely to overstate inflation. In addition to the limitations of the 
current measure, the CPI-E fails to account for the totality of the differences, beyond healthcare, 
between the spending patterns of the elderly and of the general population, such as senior discounts 
or oudet and mail-order shopping. The higher weight given to health expenditures in CPI-E would 
also exacerbate the potential overstatement of health inflation in the CPI. 

Furthermore, it is not cleat that the way CPI measures the costs of homeownership - by imputing 
the rental value of the home - is a very accurate measure of cost of living given that 80 percent of 
seniors are homeowners rather than renters (compared to 60 percent of the population under age 65) 


’ Congrcxsiuiiiil Htidgci Office, “Using n OilYcivui Mcasuic uflnnHUoii for indexing fcdcial t’Togiiinis mid ibe fax 
Code” (f ebmary 24. 2010). fiiip;'ni'Ww.cbi>.gpv/llpd(Ks,'tl2xx/dpcl I2S6iCPI_liricfpdf 

* Rolicrt J. (iordoil. "The Omkin Cominissinn Report; A Rclrospcclivc One Decade lji1cr."Noi1bwesteni Univcrsily 
and Nalional Iturcau orLconomie Reseaivh (2006). 

hltpT.-'fncully-web.al norlhvvevtem.ediveconniities/gorJoiVP.t7.^IPM_FiiiaMI60f t.Vpdf 
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and 70 perceni of them have fully paid off their mortgage (compared to 1 7 percent of the population 
under age 65). In other words, more than half of seniors have no mortgage or rental costs even a.s 
the CPI-E - almost half of which is made up by housing - assumes they have growing rental costs. 

The BLS itself stresses die limitations of the CPI-E because of shortcomings in the methodology, 
warning that “any conclusions drawn from the data should be interpreted with caution’’ and says it 
is not likely to be appropriate as an index to use for Social Security COLAs.’ A report by die 
National Research Council's Committee on National Statistics echoes this by saying, “In die 
absence of an index that can capture these differences, we see no rationale for basing social security 
COLAs on the type of indexes constructed in the BLS studies.”"’ 

It is true that using a more accurate measure of inflation to index Social Security may exacerbate 
.some of the shortcomings of the current Social Security system, which may provide too few 
resources to very-low income individuals, particularly as they get older and outlive their retiteraem 
savings. However, those shoncomings can and should be addressed through targeted policy 
changes, such as those previously mentioned, designed to help dtose populations instead of 
providing higher than justified COLAs to all beneficiaries. 

Implementation of Switching to the Chained CPI 

One shoncoming of the chained CPI is that it requires data which is not fully available for nvo 
years, and so the BLS publishes the chained CPI in initial and interim forms before publishing in 
final form with a time lag. However, as the BLS has grown more experienced with calculating tlie 
chained CPI. the errors associated with its initial estimate have and will continue to decrease. More 
imponantly, the CBO and others have identified ways to ensure COLAs remain accurate over time, 
by calculating COLAs using a combination of the current initial chained CPI and a correction for 
past errors 

In this way, any errors from using the chained CPI would be small, and would disappear by tire time 
the final index was released. This differs from the problems associated with the overstatement of the 
current CPI. which compound rather than conect over time. 

Conclusion 

Addressing our fiscal challenges will require many tough choices and policies, but adopting the 
chained CPI represents neither. Eliminating the unjustified increases in spending and reduced 
revenues from die current inaccurate measure of inflation should be a priority for any 
comprehensive deficit reduction plan. The chained CPI represents a more accurate and effective 
way to maintain purcliasing power in spending programs and to index various pans of the tax code. 


* Kenncili Siewart. “The expenmcnial con-suiner price index for elderly AroerieaD.s tCPt-E): I0R2-2OO7,” ISureiiu of 
l.abor .Simisiics (April 200S) liup: jwww.tiL5.gpvyciiiulvinlt/2(108aM/aii2fiill pdf 

Nulionat Kescaicb Coinicil, dr WhtV Price'h Conceptuolizinfi and M&tsuring Cost-of-Livm^ and Price Indexes. Hy 
Pallet nnCoiicepiiml. Mearuremcnt, aiid Ollier Siaiisiieal Usucain DevcInpiugCosi-of-t iviiig Indexes. Coinmiliee on 
National Siniisiics, National Kcsenrcti Council 
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Any policy that affects either Social Security and other benefit programs or government revenues 
will be controversial, but if a technical change with broad support among experts like switching to 
the chained CPI to more accurately index provisions to inllation cannot win bipartisan support in 
Congress, then prospects for putting our debt on a sustainable, downward patli as a share of die 
economy are grim. 


Chairman JOHNSON. Thank you, sir. 

Ms. Altman, you are recognized. 

STATEMENT OF NANCY ALTMAN, CO-CHAIR, STRENGTHEN 
SOCIAL SECURITY COALITION 

Ms. ALTMAN. Thank you. As you know, every January, Social 
Security benefits are automatically adjusted for inflation. Some 
refer to these adjustments as increases, but they are not. 

They are intended to allow those on fixed incomes to remain in 
place, to simply tread water, without accurate and timely inflation 
adjustments, retirees, people with serious and permanent disabil- 
ities, and others will see their Social Security erode as they age. 

That is no small matter. Half of retirees have total incomes, that 
is incomes from all sources, of less than $17,000. Most of that 
comes from Social Security. One out of three seniors relies on So- 
cial Security for virtually all of their income. Nearly one out of two 
seniors age 80 or over does. For women and people of color, the re- 
liance is even greater. 

The intent of the adjustment is to allow beneficiaries to tread 
water, but they are not, they are sinking. The current inflation 
index under measures the inflation they experience. 

The Index is designed for workers and the general public, but 
seniors and people with disabilities spend more on health care 
where prices rise faster and less on clothing, recreation and other 
items where prices tend to rise slower. 

Chained weighting an Index that already under measures their 
inflation simply will sink beneficiaries faster. 

By shielding some from the harshest impacts of the Chained CPI, 
the Simpson-Bowles, Rivlin-Domenici, and Administration pro- 
posals all implicitly concede that it is less accurate for this popu- 
lation. 

People do not need to be shielded from a more accurate adjust- 
ment. 

These protections cannot solve what is a poorly targeted benefit 
cut. The Chained CPI cuts the benefits of every single one of to- 
day’s 57 million beneficiaries, but people already on fixed incomes 
have little or no ability to make up the loss. 

In addition, the cost grows with each succeeding year, like a 
snowball rolling down a hill, hitting hardest the oldest of the old, 
the poor and the near poor. 

Members must confront many divisive issues, but Social Security 
is not one of them. Poll after poll reveals that Democrats, Inde- 
pendents, Republicans, Union households, tea parties, the young, 
the old, and virtually every other demographic overwhelmingly 
agree about Social Security. 
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They agree that Social Security should not be addressed as part 
of a deficit deal to reduce the deficit, and they are right. Cutting 
Social Security does not reduce by even a penny the Federal Gov- 
ernment’s total debt burden. Cutting it does not buy the Govern- 
ment a single extra day of borrowing authority. 

Let me repeat because many people find this surprising. Cutting 
Social Security does not reduce at all the Federal Government’s 
debt subject to the debt limit. 

Including Social Security in a deficit package gives the appear- 
ance that policy makers are raiding Social Security’s contributions 
and diverting them to unauthorized purposes. 

You can easily avoid this improper appearance by addressing So- 
cial Security as it should be addressed, on its own, and in the sun- 
shine. 

That is how it was done in 1977 and 1983, when Social Security’s 
projected shortfall was much more immediate in 1983, it was six 
months versus 20 years today, and much larger, over eight percent 
of taxable payroll in 1977 versus less than three percent today. 

Social Security is too complicated and too important to address 
any other way, but to do that, policy makers have to be prepared 
to follow the will of the people. 

This body must open the door to more than just a narrow group 
of budget experts, an open process focused solely on Social Security 
will not lead to the Chained CPI. Instead, it will lead, I am con- 
fident, to a stronger foundation of economic security for America’s 
workers and their families. 

Thank you, Mr. Chairman. 

[The prepared statement of Ms. Altman follows:] 
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STATEMENT OF NANCY J. ALTMAN 
CO-DIRECTOR, SOCIAL SECURITY WORKS 
CO-CHAIR, THE STRENGTHEN SOCIAL SECURITY COALITION 


HEARING ON 

THE PRESIDENT’S AND OTHER BIPARTISAN EIVTITLTMENT REFORM PROPOSALS 

UNITED STATES HOUSE OF REPRESENTATIVES 
COMMITTEE ON WAYS AND MEANS, SUBCOMMITTEE ON SOCIAL SECLTHTY 

APRIL 18, 2013 

Chairman Johnson, Ranking Member Becerra, and Members of the Subcommittee: 

As co-director of Social Security Works, 1 co-chair the Strengthen Social Security Coalition, a broad- 
based coalition of over 320 national and state organizations representing 50 million Americans, 
including seniors, workers, women, people with disabilities, children, young adults, veterans, people of 
low income, people of color, communities of faith, and others. T also chair the Board of Directors of the 
Pension Rights Center, and serv'e on the Board of the National Academy of Social Insurance. 

1 have worked in die area of retirement income for over 35 yeare, both inside and outside of government, 
hi the private sector, 1 have worked as a pension lawyer with Covington and Burling, and have taught 
courses on retirement income at Harvard University. In 1982, 1 had the pri\dlege to serve as the top 
assistant to Alan Greenspan in his capacity as the Chairman of the so-called Greenspan commission, 
whose recommendations formed the basis for the Social Security Amendments of 1983. Prior to that, 1 
was fortunate to serve as a legislative assistant to Senator John C. Danforth (R-MO.). 

T appreciate the opportunity to testify before this subcommittee and to present tliis written statement on 
the important subject of how best to automatically adjust Social Security benefits to ensure that they 
retain their purchasing power over time. 

The Purpose B ehin d Automat ic Inflation Adfust ments o f Social Se c urity B enefits 

Social Security benefits are adjusted automatically every January to prevent their erosion if and when 
there has been inflation. Some describe these adjustments as ‘increases,” but they are not. They are 
intended to prevent erosion in the purchasing power of Social Security’s modest benefits, which average 
just Si3, 900 for all beneficiaries. 

President Richard Nixon, who championed these automatic adjustments, explained tlieir importance 
w’hen he signed them into law on July 1, 1972: 

“One important feature of this legislation which I greet with special favor is the automatic 
increase provision which will allow' social security benefits to keep pace with the cost of living. 
This provision is one which 1 have long urged, and 1 am pleased that the Congress has at last 
fulfilled a request which T have been making since the firet months of my Administration. This 
action constitutes a major break-through for older Americans, for it says at last that inflation- 
proof social security benefits are theirs as a matter of riglit, and not as something which must be 
temporarily won over and over again from each succeeding Congress.” 


1 
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As President Nixon recognized, this basic benefit protection is an extremely important feature of our 
Social Security system. Indeed, full inflation protection is virtually nonexistent for those seniors 
fortunate to have employer-sponsored pension plans. Once workers retire, they no longer have salaries 
or wages which are capable of increasing witli the increasing productivity of the nation. Ratlier they 
must rely on Social Security, and, if they are fortunate, employer-sponsored pension plans, and savings. 

The Importance of Automatically Adjusting Social Security Benefits 

A worker who earns $40,000 and retires in 2015 at age 66 will receive a Social Security benefit that 
replaces 39.8 percent of those earnings. That retired worker will receive no gain as the nation becomes 
wealthier and more productive. Rather, that income is, in colloquial terms, “fixed.” It is very valuable, 
because unlike savings, one cannot outlive it. It is paid for life. If it weren’t adjusted for inflation 
though, it would become less and less valuable as one aged. 

This is no small matter. The vast majority of seniors rely on Social Security for most of their incomes. 
For more than six out of ten seniors, Social Security accounts for half or more of their total income. For 
one out of three, Social Security represents 90 percent or more of their total incomes. 

The reliance is even greater as people age and exhaust other sources of support. For tliose aged 80 and 
over, tiiree out of four rely on Social Security for half or more of their income. For almost one out of 
two (45 percent), Social Security is 90 percent or more. For widowed, divorced, or never-married 
women and for people of color, the percentages are even higher at those ages. 

Because those on fixed incomes do not enjoy productivity gains, they on average have considerably 
lower incomes than the general population. Half of retirees aged 65 and older have total incomes -- 
from all sources -- of just S 1 6.749 or less. Most assets of seniors are not protected against inflation and 
are not guaranteed for life. If Social Security were not adjusted to take account of inflation, their Social 
Security benefits, which already fail to experience productivity gains, would slowly but inexorably 
erode over time in real terms as they aged. These earned benefits would lose value at the same time that 
they exhausted other assets and that health care costs were increasing. 

To ensure that the value of these vital but modest benefits does not erode as people age, it is crucial that 
the automatic adjustment be as accurate as possible, and does not imder-ineasure inflation. At the time 
of the enactment of automatic adjustments, in 1 972, the Bureau of Labor Statistics produced only one 
measure of inflation - which today is referred to as the Consumer Price Index for Urban Wage Earners 
and Clerical Workers or CPl-W. Ironically, the index is limited to workers, not retirees, but was the 
only, and so best, measure available. 

Tn recognition, though, that seniors have very different expenditures than those of workers or the general 
population, the Older Americans Act of 1987, which President Ronald Reagan signed into law on 
November 30, 1987, included a provision directing the Secretary of Labor to develop, tlirough the 
Bureau of Labor Statistics, a consumer price index for older Americans. In response to the legislative 
directive, the Bureau of Labor Statistics created and continues to produce the Consumer Price Index for 
the Elderly, refen'ed to by the shorthand, CPT-E.’ 


^ In calculating the CFl-li. the Uurcaii of Labor Statistics takes the work it docs in constnicting the CPl-ll and naiTows it to 
capture the subset of those aged 62 and over. I’o have a completely accurate CPl-L, it would need to also conduct a siuvcy of 
expenditures and point of purchase tailored specifically to those aged 62 and older, because seniors often buy different goods 
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The CPI-E has historically reported higher rates of inflation than the consumer price indices measuring 
the inflation experienced by workers or the general population. This is unsurprising. On average, 
seniors spend a higher percentage of their incomes on health care than workers or the general 
population, and health cai'e costs have grown, and are projected to continue to grow, at a faster rate than 
other goods and services. On average, seniors spend a lower percentage of their incomes on apparel, 
transportation, and recreation than workers or the general population, and those goods and ser\dces have 
not experienced as rapid inflation. 

For those same reasons, the current measure of inflation used to automatically adjust Social Security 
benefits under-measures the inflation experienced, on average, by Social Security beneficiaries. 

A Consumer Price Index Which Under-Measnres inflation Will Be Even Less Accurate if It Is 
“Chained^^ 


In common-sense terms, one’s standard of living is maintained if one can continue to purchase the same 
goods and services that one has been able to afford in the past If one can no longer afford those goods 
and services, but must substitute less-preferred goods and services or reduce one’s consumption in other 
ways, one’s standard of living has declined. That common-sense understanding was the approach the 
Bureau of Labor Statistics employed historically. It measured a fixed basket of goods and services 
determined by suiveying purchasing patterns of the population for whom inflation was being measured. 

Starting in 1999, the Bureau of Labor Statistics changed its metliod of calculating its CPI indices to 
adjust for the possibility of substitution of less expensive goods within each of its 2 1 1 categories of 
goods and services within its 30 geographical areas." Starting in August, 2002, it began to publish the 
Chained Consumer Price Index for All Urban Consumers (C-CPl-U or chained CPI), which adjusts for 
substitutions among the 2 1 1 categories, but the index is not used by the government in any official 
capacity. 

One can argue whether having an index account for substitution in response to lower prices, producing a 
lower calculation of inflation, is more or less accurate, as a general matter. However, adjusting for 
substitution with respect to an index which already under-measures inflation will simply make the 
measure even less accurate, because the under-measurement will be larger. 


in different quantities and shop at different stores in dittbrent frequency than the general population. Consequently, the 
Bureau has labeled the C'Pl-B “experimental.” If those suivcys were done, the diftcrciitial in inflation between what seniors 
experience and what workers and the genera! population experience could be even greater. 

" llic changes may or may not have been the result of inappropriate political pressure to change the measure so that inflation 
would appear to be lower. The ihcn-Dircctor of the Bureau of Labor Statistics, Katharine G. Abraham, wrote, in a paper 
presented at a meeting of the American Statistical Association on August 6, 1996. 

“Back in the early winter of 1995, Federal Reserv'e Board Chairman Alan Greenspan testified before the Congress That 
he ihoughl the CPI subslanlially overstated the rate of growth in the cost of living. Ilis testimony generated a 
considerable amount of discussion. Soon aflerwards. Speaker of the Ilou.se Newt Gingnch, at a town meeting m 
Kennesaw, Georgia, was asked about the CPI and responded by saying, ‘We have a handful of bureaucrats who, all 
professional economists agree, have an error in their calculations. If they can’t get it right in the next 30 days or so, we 
zero them out, we transfer the responsibility to either the Federal Reserve or the 'i'rcasury and tell them to get it right. 
Abraham, Katharine G., Bureau of Labor Statistics, “Statistics Under the Spotlight; Improving the Consumer Price Index: 
Statement,” Paper presented at a meeting of the American Statistical Association, Chicago, Illinois, Augtrsr 6 , 1996 . at 
ftp;//ftp.b!s.goV''pulVspecial.reqvies(&'‘cpi/cp£bri.txt (last viewed, April 12, 2013). 
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That is why 250 leading PhD economists and more than 50 experts with PhD degrees in related fields 
issued a statement on November 20, 2012, opposing the use of the chained CPI for Social Security. In 
that statement, they concluded emphatically that “there is no empirical basis” for claiming that the 
chained CPI is a more accurate measure of the inflation experienced by Social Security beneficiaries. 

The Chained CPI for Social Security’ is a Poorly Targeted Benefit Cut 

Chain-weighting an index that already under-measures the inflation experienced by Social Security 
beneficiaries would result in a faster erosion of their Social Security benefits. Implicitly recognizing 
that tlie proposal to shift to the chained CPI for Social Security and other programs that ser\'e the elderly 
and tliose with serious and permanent disabilities is nothing more than a benefit cut masquerading as a 
technical adjustment, three leading proposals to shift to the chained CPT - the proposal of former 
Senator Alan Simpson and Erskine Bowles, the proposal of the Debt Reduction Task Force chaired by 
former Senator Pete Doraenici and Alice Rivlin, and the proposal contained in the Administration’s 
budget — all call for measures to ameliorate, to a small extent, the impact of tlie chained CPT, as tlie 
graph below shows.’ Tliese proposals are poorly targeted cuts. 

Those currently on fixed incomes have little or no ability to adjust to declines in what already are very 
modest incomes. As mentioned above, half of retirees aged 65 and older have total incomes, from all 
sources, of just S 1 6,749 or less. For that reason, many members have stated their opposition to cutting 
benefits of those 55 and over. Moreover, as the graph also reveals, the largest cuts fall on the oldest old, 
because tlie cut compounds over time. The increasingly large cut occurs as other resources are 
exhausted and health costs are increasing, on average. 


Annual Sodal Security under CPI-€ 

Current and Various Chained CPt Proposals 
{for Average Earner RstHing at Age 6&} 


I 'WV 


$14 S-.V 



B SO 

of Sodal Sectirltv Benefwj^rv 


■' Social Security Works created the graph from c^ilculations based on estimates of the Social Security Office of the Actuary, 
Social Securin' Administration. ‘'Average Earner'’ is a worker with career average caniing.s of 540,728. 
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In addition, the benefit cut in the form of the chained CPT creates a substantial burden on the poorest in 
society. For that reason, the Administration budget proposes to exempt means-tested programs from the 
switch to the chained CPI, but this still leaves many poor and near poor unprotected. The Supplemental 
Security Income program (“SSI”) is a program for die aged, blind, and disabled who have extremely 
limited income and assets. If an individual receives Social Security, because he or she worked a 
suffic ient number of quarters to qualify, the SST benefit is reduced dollar for dollar after disregarding the 
first $20. There are 2.8 million people who receive income from both Social Security and SSI - the so- 
called dual eligibles - so part of their income will still be subject to the benefit cut. Moreover, because 
the SSI income and asset limits are so meager, there are 9.4 inillioii poor or near poor who receive only 
Social Security, and so w'ould be subject to the cut imposed by the chained CPT."* 

If Congress is intent on cutting Social Security’s benefits, there are numerous ways to do so. They all 
have disadvantages, but have distributional impacts different from the chained CPI. For example, they 
may not affect current beneficiaries, the oldest old, or the most vulnerable and disadvantaged. 
Nevertheless, as the follow'ing sections explain, cutting Social Security’s modest benefits at ail is unwise 
policy, unnecessary, and in violation of the will of the American people. 

Social Security is Fully Affordable, Cutting it Does Not Reduce, By Even a Penny^ the Total 
Federal Debt Subject to Limit, and Should Not Be Part of Anv Grand-Bargain Deficit Deal 

One problem with talking about “entitlements” is that Social Security, Medicare, and Medicaid are three 
very different programs, with different structures, goals, and challenges. According to the 
Congressional Budget Office, if the itation’s health care costs, private as well as public, were to continue 
to grow at historical rates, the nation would be spending 99 percent of its Gross Domestic Product on 
health care in 75 yeai's. Medicare and Medicaid are simply symptoms of that larger problem. That kind 
of growth is obviously unsustainable. 

In marked contrast, the 
most recent Social Security 
T rustees Repon projects 
tliat in 75 years. Social 
Security will account for 
just 6.1 percent of the 
nation’s Gross Domestic 
Product, as tlie graph to the 
left illustiates.^ 


Near poor is defined as within 1 25 percent of the federal poverty level, which for single liousehoids is SI .1,485 for 
individuals aged 65 and older, or $14,62S for indKHduais under age 65. 

^ Social Security Works created the graph based on projections found in “Tabic VI. h4 - OASDl and HI Annual Income, Cost, 
and Balance as a Pciccntagc of GDP, Calendar Years 2012-90,” 2012 Tnisleas Repvri Supp/emenlan' Single-Year Tables, 
May 2013. 


Projected Social Security Spending as a 
Percentage of Gross Domestic Product, 2012- 
2086 
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Social Security is unquestionably at'fordable. The United States is the wealthiest nation in the world. 

We spend considerably less on our Social Security system, as a percentage of our Gross Domestic 
Product, than the majority of other industrialized countries spend on the old-age, survivors and disability 
portions of their Social Security progiams. We will continue to spend less, even when the baby-boom 
generation fully retires, than many other nations spend on their counterpart programs today.^ 

Consistent with this lower cost, the life insurance, disability insurance, and old age annuities provided 
through our Social Security system are less adequate than the benefits provided in most industrialized 
nations, as well.^ Indeed, Social Security’s benefits are modest by virtually any standard, yet vitally 
important to the vast majority of American workers and their families. 

Social Security is more efficient, secure, universal and fair than its private sector counterparts. Its 
administrative costs comprise less tlian one penny out of every dollar spent, a much higher efficiency 
than that experienced by private sector retirement plans. With the termination and freezing of 
traditional pension plans and the documented serious shortcomings of 401(k) plans, Social Secuiity is 
likely to be an increasingly important source of retirement income for the vast majority of Americans in 
the future. Analysts project a looming retirement income crisis, where most seniors will be unable to 
maintain their standards of living until death. ^ As people aged 65 and older grow^ to a projected 20.2 
percent of our population in 2050, the nation is projected to allocate only 6. i percent of GDP to tlie 
provision of the basic necessities through our Social Security system. Congress could easily alleviate 
the pending retirement income crisis by increasing Social Security. Cutting Social Security will 
exacerbate the looming crisis. 

Whatever is done, though, it should not be done as part of a deficit reduction package. 

Social Security Should Not Be Included in Deficit-Reduc t ion Legislation 

As the members of this Subcommittee know, the federal government will reach the limit on federal debt, 
or debt limit, in a matter of months. Those arguing for the inclusion of Social Secuiity in comprehensive 
deficit legislation often seek to justify their position by asserting that “eveiything” should be “on tlie 
table.” But chat facile phrase fails to recognize that cutting Social Security does not reduce the United 
States’ debt subject to that limit. This sharply differs from cuts to agricultural subsidies, defense, or 
other expenditures from the government’s general fund. 

If a program paid for from general-fund revenue were cut by $100 billion and nothing else changed, the 
federal govenunent’s borrowing needs would go down by $100 billion. As a consequence, the federal 
debt subject to the debt limit would also go down (or more realistically, given the current large deficits, 
would go up less than it would have, without the cut). If the savings from that hypothetical cut were 


Organization for Jiconomic Cooperation and Development (OliCD), “Country profile: Limited States,” Pensions at a Glance 
2011: Retirement-Income Systems in OECD and G20 Countries, March 2011 . 

' Our Social Securilv replaces a smaller share of a median worker’s career earnings than 29 ol’lhe 34 members of 
Orcanization tor Lconomic Cooperation and Development. See Center on Dudget and Policy Priorities (CBPP), “Social 
Security: MVe re Number.... -^U! May 11, 2011 . http:.y'wwv.ofhhechaitsblog.ors.''social-security-we%E2%S0%9vre- 
1 n 5 F so At- ■' ) 

See. e.ir.. Center lor Retirement Research (CRR), The National Retirement Risk Index: An Update, October 2012. 
ttk i I’ 1 ■‘4 u. 2344:201221 DiU_12-20.pdf 
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offset dollar-tbr-dollar by a cut in income taxes or an increase in other expenditures funded from general 
revenues, the federal debt subject to limit would be unchanged. 

In stark contrast, if Social Security benefits were cut by $100 billion, the federal debt subject to limit or 
total debt would remain unchanged. If the SlOO billion savings from cutting Social Security benefits 
were offset dollar-for-dollar by a cut in income taxes or an increase in general-revenue spending, the 
total federal debt would increase! 

For those who are used to thinking about Social Security as just another spending program and about 
Social Security contributions as just another tax, the relationship between Social Security and the federal 
debt may be counterintuitive. To grasp tliat relationship, it is important to see that Social Security is a 
defined benefit pension plan with its own separate income, outgo, and reserv^e fund. 

The following thought experiment may help. Imagine a private pension plan whose assets are invested 
solely in Treasury obligations. Imagine fiirther that the plan sponsor, Company XYZ, cuts the benefits 
the plan provides, but does not decrease the plan’s funding in any way. In that case, the plan would 
have more income in relation to its expenses than it had before plan benefits were cut. The plan 
accordingly would use that additional income to purchase additional Treasury obligations (or to pay plan 
costs, if that were necessary). The plan’s increased income would have no effect on the federal deficit 
or debt. The federal government would have exactly the same general-fund income and outgo, and so, 
the same boiTowing needs, irrespective of the cuts to the pension plan benefits. Consequently, the 
Department of Treasury would issue debt instruments totaling the exact same value, irrespective of the 
actions of the pension plan. 

Tn the exact same way, if Social Security's plan sponsor, the federal goveninient, cuts the benefits Social 
Security provides but does not decrease the level of contributions employers and employees are required 
to make under FTCA, Social Security’s income would increase in relation to its expenses, and Social 
Security, accordingly, would purchase additional Treasury obligations. Social Security’s additional 
income and its purchase of additional Treasury bonds would have no effect on the federal deficit or debt. 
The federal government would have exactly the same general-fund income and outgo, and so, the same 
boiTowing needs, irrespective of the cuts to Social Security. Consequently, tlie Department of Treasury 
would issue debt iiistniments totaling the exact same value, irrespective of the changes to Social 
Security. 

Cutting Social Security’s benefits, like cutting the benefits of a private pension plan, does not reduce by 
even a penny the total value of debt instruments issued by Treasury. The only way to reduce the 
amount of federal debt Treasury issues is to reduce the expenditures of the government’s general 
operating fund or increase its income. 

In cludin g Social Sec urity w ith in Deficit Legislation — Irrespective of the Ra tionale — Ris k s the 
Appearance of Improperly Raiding Social Security 

Including Social Security in a comprehensive deficit package, even with language that the savings are 
accruing to tlie program, is highly likely to create deep suspicion, and perhaps even anger, among the 
American people. The suspicion and anger that would ensue from including Social Security in deficit 
reduction legislation - no matter the rationale for its inclusion ~ is foreseeable and understandable. 
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Social Security is a defined-benefit pension plan. For sound reasons, the law requires that private 
employers who sponsor pension plans keep plan income and assets segregated from the company’s 
general operating flind. For tlie same sound policy reasons, tlie law requires that Social Security’s 
income and assets be kept segregated from the general operating fund of its plan sponsor, the federal 
government. 

By law. Social Security’s income can only be used for benefits and associated administrative costs. That 
requirement is not just the operation of law; it represents the solemn, long-standing, fiduciary 
responsibility of the government, as the plan sponsor. 

Historically, Congress has been extremely diligent and careful in executing its fiduciary responsibility 
with respect to Social Security’s income and assets. Congress has always required Social Security’s 
trustees to invest all surpluses in the safest, most conservative investment possible - interest-bearing 
debt instruments backed by the full faith and credit of the United States. Congress has also required 
those trustees to report annually, no matter the circumstances, even during World War 11 and otlier times 
of war, on those contributions and those surpluses which ai e in reserv^e, available whenever the monies 
are needed to pay scheduled benefits. Currently Social Security has an accumulated reserve of $2.7 
trillion. 

Diverting Social Security's dedicated income and assets from their intended purpose is legally and 
morally wrong. Not surprisingly, numerous polls indicate that the American people do not want their 
Social Security contributions diverted to governmental purposes other tlian Social Security. Yet, polling 
and focus group data from a number of sources, including our own, reveal tliat too many Americans are 
convinced tliat their Social Security contributions have been stolen. Too many otliers are uncertain or 
worried that Congress will steal Social Security’s income and assets to use for other unauthorized 
purposes. 

The reason for this widely held anxiety is easy to understand. The American people are constantly 
bombarded with irresponsible rhetoric about Social Security. For example, some policymakers casually 
refer to the interest-bearing United States Treasury bonds ptuchased by Social Security as “just lOUs.” 
These policymakers fail to acknowledge that the expression could be used for all Treasury obligations 
backed “just” by the full faith and credit of the United States. Similarly, some elected officials have 
warned ominously tliat Social Security’s reserves have already been spent, again not acknowledging that 
whenever a corporation or governmental entity issues bonds, it does so to raise needed hinds, which it 
plans to spend; investors understand and expect that the funds will be spent and repaid out of future 
revenue. Even more reprehensibly, the chairman of tlie Federal Reserve Board has argued for cutting 
Social Security by quoting Willie Sutton, a notorious bank robber, who, when asked why he robbed 
banks, replied, “because that’s where the money is." The quip presents an unintended but revealing 
picture - bank robbers and politicians, all eager to grab the money tliat hardworking Americans 
trustingly hand over every payday to what they believe is a safe institution. 

All of this casual, irresponsible rhetoric is a serious disservice to the American people and explains why 
so many Americans believe that their contributions have been stolen. To avoid even the appearance of 
impropriety, deliberations over Social Security’s future solvency should be kept completely separate 
from broad deficit-reduction efforts. To include Social Security in deficit legislation, even with the 
explanation that the inclusion has nothing to do widi deficit reduction, risks reinforcing the widespread 
belief that Congress is improperly commingling Social Security’s dedicated monies with the 
government’s general operating fund. 
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The foreseeable suspicion and anger on the part of the American people can easily be avoided by 
addressing Social Security in legislation devoted to it alone, at a time after the current deficit debate is 
concluded, so that Social Security deliberations are totally divorced from general budget discussions. 
Tliis approach will avoid the appearance of wrong-doing. It is likely to produce better policy outcomes, 
as well. 

Congress Should Address Social Security Separate From and After Deficit Deliberations 

hi addition to the advantage of avoiding even the appearance of wToiig-doing, prudence suggests waiting 
until after the deficit deliberations are concluded to take up the issue of Social Security. Social Security 
is too complicated and too important to the American people to be addressed as part of other 
complicated legislation, when hill attention will necessarily be diverted, and when there is no 
compelling or uigent reason to do so. There is no need for haste in addressing Social Security. The 
most recent Trustees’ Report projects tliat Social Security can pay all old age and survivors benefits on 
time and in full until 2035, and, if income is reallocated between the DT and OAST trust funds, as is 
generally done when the projections of the two hind diverge substantially, then the Report projects that 
all cash benefits can be paid in full and on time until 2033. While Social Security’s projected deficit 
should be eliminated in a timely manner, waiting until after the current debate over deficits and the debt 
ceiling is both timely and prudent, given the program’s complexity and importance. 

Social Security, which has been carefully crafted over its 77 year history, provides vital economic 
security to virtually every American -- not only to the more than 56 million beneficiaries who receive 
monthly benefits but also to the more than 1 65 million workers who contribute and who, together with 
their families, are insured against the loss of wages in the event of disability, death, or old age. Current 
beneficiaries include millions of widows, widowers, seniors, children who have lost parents, and people 
with disabilities, as well as their children and spouses. Our brave soldiers wounded in Iraq and 
Afghanistan receive Social Security benefits, as do their spouses and children. So do the families of 
soldiers who have given their lives in defense of the nation. Indeed, about one in five Social Security 
beneficiai’ies is a veteran. 

Because Americans in the last few years have lost trillions of dollars in home equity and retirement 
savings, it is more important than ever tliat proposed changes to Social Security be addressed 
deliberately, thoughtfully, and in the sunshine. The importance of Social Security to virtually tlie entire 
population demands that proposals for change receive tliorough consideration, with public participation 
by representative groups, so that the implications of all changes are closely examined and clearly 
understood. Any kind of expedited procedure or omnibus vehicle would be a disservice to the American 
people. 

In Ad dres sing So cial Se cur ity.. Congress Should Follow the Will of the Peopl e 

The question of whether Social Security’s benefits should be increased, decreased or remain the same is 
not a question of affordability. We are undeniably wealthy enough as a nation to afford a Social 
Security system with much higher benefits. Rather the level and structuie of Social Seciuity benefits is a 
question of how as a nation w e choose to use our collective wealth. That is the essence of a political 
question. Wlien the American people are overwMiningly united, that is the view that should prevail. 
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There is much polarization in the country today, but Social Security is a program about which the 
American people are united. Poll after poll indicates that the American people by overwhelming 
percentages support Social Security and do not want it to be part of deficit discussions. They 
overwhelmingly believe that Social Security’s benefits, if anything, are too low, and want its projected 
shortfall, manageable in size and decades away, closed by increasing its revenue, ideally progressively. 
They do not want benefits cut, and they do not want die retirement age increased - an approach which is 
mathematically indisthiguishable from an across-the board cut in benefits for retirees, even witli respect 
to workers who work until age 70 or beyond.^ 

According to polling we have conducted, as well as polls of other organizations, these are tlie views held 
by Democrats, Independents, Republicans, union households, teapartiers, the young, the old, and every 
other age and demographic. 

What most Americans support — eliminating Social Security’s manageable shortfall solely through 
increased revenue -- is the best policy solution, as well. Fortuitously, the best politics with respect to 
Social Security is also the best policy. 

Conclusion 


For the reasons explained in this statement, the chained CPI is a poorly targeted benefit cut. The 
oveiwheliiiing majority of Americans oppose all benefit cuts - as they should. Social Security is fully 
affordable. Its manageable shortfall, manageable in size and still decades away, can and should be 
eliminated by increasing Social Security’s dedicated revenue. Whether Congress and the President 
choose that approach or not. Social Security should be kept out of a comprehensive deficit package. For 
better policymaking and to avoid the appearance of impropriety. Social Security should be addressed in 
its own legislative vehicle under regular order with full hearings, open mark-ups and debate. The 
American people want and deserve no less. 


’ For an explanation of the mathematical iadislinguishability, see Trudy Ltebermau, “What a Higher Retirement Age Really 
Means,” Columbia Jornnalism Review (September 13, 2012), available at 

ktlp:./\vw\v.cir,org/auned__siales_projecV'what_a_higher_reliremenl_age_r.pl^<?page~a]l&prini~lnie 
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Chairman JOHNSON. Thank you. 

Mr. Blahous, welcome again. Good to see you. Please proceed. 

STATEMENT OF CHARLES P. BLAHOUS, HI, TRUSTEE, SOCIAL 
SECURITY AND MEDICARE BOARD OF TRUSTEES 

Mr. BLAHOUS. Thank you, Mr. Chairman, Mr. Ranking Mem- 
ber, all the Members of the Subcommittee. It is an honor as always 
to appear before you. 
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As has been mentioned, I am here to discuss proposals to apply 
the Chained CPI to calculation of Social Security COLAs. 

In my written testimony, I have provided some background infor- 
mation about how the COLAs are currently calculated, along with 
some basic information about the current state of program fi- 
nances. 

Because my speaking time is limited, what I would like to do is 
gloss over most of that background information and really just 
focus on three major points. 

The first point, admittedly, at the risk of stating the obvious, is 
that whether Chained CPI should be used for Social Security 
COLAs is primarily a function of whether you as lawmakers are 
persuaded that it is technically meritorious as a measure of general 
price inflation. 

Obviously, if you were not so persuaded, it would not make sense 
to apply it to Social Security. 

If you were persuaded, I would argue that it should be applied 
to Social Security along with everything else, including the Federal 
Income Tax Code, including other Federal programs. I would not 
recommend specifically singling out Social Security for the change 
nor would I recommend specifically exempting it. 

The second point has to do with the state of program finances 
and the impact that the Chained CPI would have upon them. 

Basically, the current Social Security system faces a substantial 
financial shortfall that consists of significant excess of scheduled 
benefits over projected taxes. 

One way or the other, we are going to need legislation to correct 
that. 

Our best estimates are that if Chained CPI were adopted, it 
would reduce that shortfall by between 16 and 20 percent, depend- 
ing on the measure that is employed to measure it. That would be 
a significant financial step in the right direction, although one 
could argue it is modest in the context of the overall financing 
shortfall. 

A very important factor to bear in mind is that with each passing 
year, the shortfall has been growing larger, and because of that, 
changes to Chained CPI that improve the financing situation would 
actually get us back a little bit less than to where we were two 
years ago. It would make up not fully for the last two years of dete- 
rioration in program finances. 

We would still have a very long way to go. I would regard CPI 
reform as sort of a broader Government-wide technical reform on 
how inflation is measured. I would not regard it as Social Security 
reform or entitlement reform or tax reform. The basic work of com- 
prehensive solvency reform would still be ahead of us. 

The final recommendation I have, and this is a subjective one, 
but I believe in it very strongly, which is regardless of what the 
Subcommittee concludes with respect to the technical merits of 
Chained CPI, I would recommend that we continue to base Social 
Security COLAs on measures of general price inflation affecting 
America as a whole and population as a whole. 

Occasionally, you read commentary from people suggesting that 
we should have sort of a senior specific inflation index and use that 
for Social Security COLAs. I would strongly recommend against 
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doing that. That approach, I think, would suffer from a number of 
disqualifying problems. 

One is you have to remember a lot of Social Security recipients 
are not elderly. A lot are dependent children. You have the dis- 
abled, 19 percent are disabled, and their dependents. 

Clearly, it would be inappropriate to use an inflation index for 
the elderly to index benefits for children or young disabled. 

If you went down the road of trying to have specific inflation in- 
dices for specific sub-populations in Social Security, we could create 
real problems and real chaos in a hurry. 

We would have a situation where different components of the So- 
cial Security population would be getting different COLAs, that can 
be very divisive. You have to also remember that people move from 
one group to the other, when the disabled reach retirement age, 
they convert from disability to retirement benefits. 

It would not take very long for people to notice that there are 
other disparities in inflation experienced by other sub-populations, 
geographic differences, things like that. 

I would strongly caution against going down the road of trying 
to divvy up the Social Security recipient population into sub-popu- 
lations. 

I would recommend sticking with the long-standing use of CPI 
which is measure for general price inflation affecting the popu- 
lation as a whole. 

In conclusion, Mr. Chairman, I would just say again I think the 
main point is whether it should be applied for Social Security 
COLAs is really a function of the technical merits of the Chained 
CPI as a measure of general price inflation. 

It would have a positive, modest effect on program finances, and 
we would still have in front of us the major work of Social Security 
financing reforms. 

Thank you. 

[The prepared statement of Mr. Blahous, III follows:] 
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Statement of Charles P. Blahous 
Public Trustee for Social Security’ 

Before the Subcommittee on Social Security 
of the II.S. House of Representatives Committee on Ways and Means 
April 18. 2013 


Thank you, Mr. Chairman, Mr. Ranking Member and all of the members of the subcommittee It 
is an honor to appear before you today to discuss proposals to use the chained Consumer Price 
Index (C-CPI) to determine Social Security Cost-of-Living-Adjustmenis (COLAs) as well as to 
index other federal programs. 


How Social Security COLAs are Calculated under Current Low 


Discussions of the possible use of C-CPI are relevant to Social Security because, as with other 
federal programs, certain aspects of Social Security benefit growth are tied to measures of price 
inflation. Specifically, Social Security benefits of tltose who have already begun to receive them 
are adjusted for general price inflation via an annual COLA. The COLA is currently calculated 
on the basis of reported change in the Consumer Price Index for Urban Wage Earners and 
Clerical Workers (CPl-W ), a measure of price inflation maintained by the Bureau of Labor 
Statistics (RLSV” The text of the Social Security Act specifies tliat the COLA for the next 
calendar year is calculated based on how much the CPI has risen from September 30 of the 
previous year to September 30 of die current year. It has become typical for the Social Security 
Administration to announce tlicse annual COLA adjustments in mid-October. 


The annual COLA adjustment, based on the CPI-W, is but one of several foims of indexation of 
Social Security payments and revenues. For the purpose of calculadng participants' initial 
benefits, both the individual’s own wage history as well as the benefit fomiula itself are indexed 
to growth in the national average wage index (AWI). The amount of a worker's wages annually 
subject to die Social Security payroll tax is also indexed to die AWI. These other forms of 
Social Security indexation would be unaffected by a change in the measurement of CPI. 


' I am also a research feltow with the Hoover Instiiulicm .ind a senior rescarcli Fellow with the Mercaitis Center 

’Many other Federal programs arc inde.xed to another measure oFprice inllalion. CPl-U, which laid nol yet been 
imrodiieed when Social Security COLAs were Fust established 
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Using Chained CP! to Measure Genera! Price liiflolion 


Many economisls have concluded that the CPI-W systematically overstates actual price inflation 
because it fails to account for changes in consumption patterns that arise as the prices of different 
goods and services rise by different amounts. A fully accurate measure of inflation must take 
into account changes in purchasing patterns, rather than assuming that an individual's purchases 
from different categories remain irnchanged regardless of whether some items’ prices grow more 
rapidly dian others. Many economists regard C-CPl as a more accurate measure of general 
inflation because it accounts for such changes in buying patterns whereas CPI-W does not. 


Clearly, whether C-CPi is a preferable measure for indexing annual Social Security COLAs is 
primarily a function of w'hether policy makers ate persuaded that it represents a technical 
Improvement in how general inflation is measured Other witnesses at this hearing are in a better 
position to discuss the extent to which C-CPI represents a technical improvement over CPl-W. 

If C-CPI is technically meritorious, it would be fairest to apply the measure to all federal 
programs indexed to general price inflation including Social Security, as well as to the federal 
tax code. Social Security should neither be singled out among federal programs for application 
of the change, nor should it be selectively exempted. Tlie rest of my testimony will be focused 
on describing the change’s effects on Social Security operations In the event that lawmakers are 
persuaded of C-CPI’s technical merits. 


Current Social Securily Financial Projections 


Social Security faces a substantial and growing financing shortfall consisting of a significant 
excess of scheduled benefits over incoming revenues. Tbe latest trustees' report estimated the 
actuarial deficit in Social Security’s combined trust funds at 2.67 percent of its lax base, which 
consists of worker wages subject to the payroll lax. This is the highest deficit recorded since the 
last major Social Security' reforms in I9S3. Social Security’s financing shortfall embodies an 
enormous public policy challenge as well as a significant threat to the financial security of 
millions of program participants. 
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Figure 1: Social Security Costs and Income as a Percentage of Taxable Payroll 



I'litendv yew 


(Source: 2012 Social Security Trustees' Report) 


Social Security’s shortfall arises because expenditures are growing substantially faster than the 
program’s base of tax income. A leading cause of this cost growth is an increase in the numbers 
of beneficiaries relative to taxpaying workers, a phenomenon driven both by increasing longevity 
and changes in fertility rates. Various aspects of program law also play critical roles in driving 
cost growth, including the indexation of initial benefit formulas to the AWl (which tends to grow 
faster than price inflation), and statutory eligibility ages that permit individuals today to claim 
retirement benefits at younger ages than permissible at Social Security’s inception despite living 
generally longer lives. 


It is significant that Social Security’s projected financing shortfall is already much larger than tlie 
one addressed in the landmark 198.T program amendments Averting insolvency in 1982 
required several extremely controversial measures, including a six-month delay in COUAs, the 
first-time exposure of benefits to income taxation, bringing newly hired federal workers (and 
their payroll taxes) into the system, a full retirement age increase, and an acceleration of a 
previously-enacted payroll tax increase, among others. Social Security’s currently-estimated 
shortfall is already much larger even in relative terms, such that a long-term financing solution 
enacted today would require tax increases and benefit restraints nearly twice as severe as those 
necessitated in 1983. 
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Figure 2: Comparison of 1982 and 2012 Social Seciiritj Projections 
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(Source; 1982 and 2012 Social Security Trustees' Reports) 


With each passing year of further legislative delay. Social Security's shortfall becomes more 
dilTicult to resolve, especially when factoring in lawmakers’ historical desire to avoid sudden 
reductions in benefits for tliose already receiving them. Among the near-term consequences of a 
continued failure to enact financing reforms is that depletion of Social Security’s disability trust 
fund would force sudden disability payment reductions of roughly 21 by 2016. 


Projected Effects o f CPI Re form upon Social Security Finances 


The projected effects of using C-CPI to index Social Security COLAs would be positive for 
program finances, though small relative to Social Security’s total financing shortfall. 
Accomplishing lasting Social Security financing reforms will require far more substantial action 
to align the program’s basic benefit formula and eligibility rules with future tax schedules. CPI 
reform may be technically meritorious as a broader government-wide correction in the 
measurement of inflation, but it does not constitute Social Security reform or entitlement reform 
any more than it constitutes comprehensive tax reform. 
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The most recent available actuarial estimates of the long-term effect of basing Social Security 
COLAs on C-CPI are that it would improve the program’s actuarial balance by approximately 
0.54% of taxable payroll and annual program operations over tlie long term by approximately 
0.73% of taxable payroll. This would eliminate either 20% or 16% of the long-term shortfall 
depending on the measure employed,^ The currently-projected decline in trust fund assets would 
decelerate only slightly. 


Figure 3; Projected Effects of C-CPI on Social Security Finances 



(Source: Social Security Administration Office of the Chief Actuary) 


Though this would represent an improvement in program finances, by itself it would not even 
make up for their deterioration in just the last few years. The remaining actuarial imbalance of 
2.13% of taxable payroll would still be larger than the shortfall estimated as recently as 2010. 
The shortfall would also remain much larger than the one confronted in the crisis year of 1 983. 
With or without CPI reform, repairing Social Security’s financial outlook will remain an urgent 
public policy challenge. 


’ Net savings would be siibslanlially less if combined with oilier bciicni enhancemenis llaii some liave proposed be 
coupled with CPI refonn. 
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Figure 4: Social Security Financing Shortfalls, with C-CPI vs. Recent Reports 


Social Security Actuarial Imbalance 

(As projected m amuai trustees’ reports, as a % of taxable payroUt 
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(Sources: 2012 Social Security Tnisiees’ Report. SSA Office of the Chief Actuary) 


lnlerf(eiiL’ralioiiol liqiiit)' Consideralions 


In addition to modestly improving program finances, CPI reform would also create a slight 
impiovement in program equity across generations One current policy challenge is that the 
interaction between Social Security financing methods and demographic trends causes worsening 
treatment of younger generations, tlveatening tlie continued efficacy of Social Secunty as a 
future bulwark against old-age poverty. 


It is estimated that scheduled benefits for current and past participants m Social Security exceed 
the total taxes they will have contributed by approximately S22.2 trillion in present value. A 
great deal of this excess is because the earliest Social Security beneficiaries received far more in 
benefits than they contributed in taxes. If current benefit schedules remain unchanged, those 
now entering the system will on balance lose approximately 4.2% of their career taxable wage 
income to Social Security, assuming that they receive all currently-scheduled benefits. Even 
future workers of modest income would be subject to these net income losses. A medium-wage 
two-eamer couple now entering the workforce can currently expect to receive only 82 cents of 
each Social Security tax dollar back as benefits unless something is done to significantly slow 
the growtii of program costs in the upcoming decades. 
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A subsiancial portion of these income losses are virtually inevitable under nearly any realistic 
policy scenario, as lawmakers have historically been reluctant to reduce benefits for those in or 
near retirement. These losses facing younger generations would be exacerbated, however, if tliey 
are taxed to pay annual COLAs to current participants that e.xceed actual price inflation 


Allenialive Profimals for Calailaliiig Social Sectiri/y ( 'OfA'i 


Some have suggested that an alternative method of indexing for inflation be used for Social 
Security COLAs, such as one developed specifically to model the purchasing patterns of seniors 
I believe that this approach faces a number of disqualifying problems. The first and most 
obvious problem is that no such technically accurate measure cunently exists. The BLS 
currently maintains an experimental measure known as the CPI-E, but it suffers from a number 
of widely-acknowledged flaws. For one, like the CPI-W it is not a chained measure and thus 
does not account for relevant changes in purchasing patterns. For another, it is more greatly 
affected by expenditures on health services, a sector in which a significant portion of cost growtli 
is driven by advances in technology and quality rather than by actual price inflation. The 
Congressional Budget Office has recently cited research finding that CPl-E might overstate 
health price inflation by more than I percent per year. 


However, even if a technically improved senior-specific inflation index could be developed. I do 
not believe it would be appropriate for use in calculating Social Security COLAs. The clear 
intention in adding COLAs to Social Security was to adjust for general price inflation rather than 
that affecting seniors specifically, as evidenced by the fact that the section of the Social Security 
Act establishing the COl-A applies the same calculation to the benefits of older retirees and 
younger disability recipients alike. 


Social Security provides various types of benefits, many of them to individuals who are not 
elderly. 1 9% of all benefits are paid to disabled workers and their dependents; 1 1 % to survivors 
of deceased workers. Within the disability benefit program. 7% of payments are for children. 
Individual Social Security beneficiaries sometimes move from one category to another For 
example, a worker receiving disability benefits converts to old-age benefits upon reaching the 
full retirement age 


Tile use of a special senior-specific CPI to calculate Social Security COLAs could potentially 
have confusing and divisive consequences. It would be inappropriate to calculate benefits for 
children or young disabled adults using an inflation index developed only for the elderly. 
However, it also risks chaos for Social Security to employ different inflation indices for different 
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recipient groups, with each indi\ iduars COLA calculation changing as they move from one 
beneficiary category to another. Adopting separate inflation indices in Social Security for 
seniors in comparison with children and the disabled invites other potential subdivisions as well, 
for example if it is later discovered that price inflation in a particular year is markedly different 
in dilTerent geographic regions. I recommend against lawmakers going down the road of 
employing subpopulation-specific inflation measures, and instead continuing the use of a single 
measure of general price inflation. 


Hriiculer C'tiHceriis uhuiil Disfrihutioiial Hffects, Hcrii^Jl Adcijuacy and Tax linrdeiis 


Some have expressed concern about die use of C-CI’I on the grounds that slower growth of 
Social Security COLAs could result in inadequate benefits, especially for those who live to 
particularly advanced ages. I share die conceni about benefit adequacy for vulnerable groups, 
and have lotig advocated comprehensive Social Security refonns that would buttress benefits and 
protections against poverty for low-income populations. In the context of enacting a 
comprehensive financing solution, I lecomniend that lawmakers consider a number of such 
potential changes, including proposals for enhanced benefits for those at very advanced ages, 
while carefully considering interactions between Social Security and the Supplemental Security 
Income (SSI) program. 


Having said that, I believe it would be a mistake to enact such benefit enhancements outside of 
the context of a credible and comprehensive Social Security solvency solution. To date, 
lawmakers have not yet proved willing to assess payroll taxes sufficient to finance now- 
scheduled Social Security benefits (regardless of whether COLAs are calculated with CPI-W or 
C-CPI), let alone with additional benefit enhancements. .As long as Social Security finances 
remain on a course toward insolvency, scheduling increased benefits represents a hollow promise 
that does not add meaningfiilly to the income security of the beneficiary population 


In conclusion, I believe that whether C-CPl should lie used for Social Security COLAs is 
primarily a function of w hether lawmakers are persuaded dial it represents an improved measure 
of general price inflation. If so, it should be applied to Social Security COLAs as with other 
federal programs, neitlier selectively targeting nor exempting any Such a change, however, does 
not embody Social Security reform or entitlement relbnn: it would create a slight improvement 
in Social Security finances but not enough even to offset their worsening over the last two years 
Though it may be technically meritorious, it is in no sense a substitute for significant Social 
Security financing reforms, the need for which grows more urgent with each passing year. 


Chairman JOHNSON. Thank you, sir. 

As is customary, for each round of questions, I am going to limit 
my time to five minutes and ask my colleagues to also limit their 
questioning time to five minutes as well. 

Commissioner Groshen, it seems like we have an acronym for ev- 
erything here in Washington. Maybe we could think of a new one 
today. 

For those not so well versed in the inside the Beltway jargon, 
what exactly is the “CPI,” and is it best called an “inflation esti- 
mator,” and how does your staff go about determining it? 
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Ms. GROSHEN. As I said, we think of it as a way to estimate 
the changes over time in the cost to consumer of maintaining their 
standard of living. 

It really focuses on what it is that consumers buy and weights 
it by the experience of consumers. It is an attempt to measure a 
cost of living index, and in that way, the Chained CPI is different 
from the CPI that we had before, because it allows for substi- 
tutions. 

When people can substitute for goods, they experience less of a 
decline in their standard of living than when they cannot sub- 
stitute among goods, and therefore, the cost to restore them to 
their previous standard of living is lower. 

It also corrects another technical problem called “the small sam- 
ple bias” that I can tell you more about if you are interested. 

Chairman JOHNSON. How is Chained CPI different? What does 
it mean to call a CPI “chained?” 

Ms. GROSHEN. One of the benefits of having it be chained is 
that you can compare the current level of the Index to an original 
level very simply. That is where the term “chained” comes from. 
Again, a somewhat technical explanation. 

It is really on the difference between the current one that you 
have to do a more complicated set of algebra to be able to get the 
total difference over time. 

Chairman JOHNSON. Do we have to go back to college? 

[Laughter.] 

Ms. GROSHEN. No, you might need to use your calculator. That 
is all. 

Chairman JOHNSON. Why is Chained CPI considered the most 
accurate measure of inflation? 

Ms. GROSHEN. It is considered more accurate because it allows 
for this substitution, where consumers substitute. It does not act 
as if consumers are more constrained than they actually are. 

Chairman JOHNSON. Dr. Blahous, you are well versed in Social 
Security history, and have been here many times. Was not the 
original reason for the COLA to ensure benefits keep pace with in- 
flation? If the current measure is not accurate, do we not need to 
switch to a more accurate one? 

Mr. BLAHOUS. I would argue yes, and that was the original in- 
tent. The COLAs were basically created in the 1972 Social Security 
Amendments, which have kind of a history. There were some mis- 
takes that were made in the 1972 Amendments, and also the way 
it is done today really reflects the state of knowledge at the time. 

Basically they made an effort to adjust benefits for inflation both 
for people already receiving them and for initial retirees. They 
made some technical errors in the application of new retirees, and 
that is what the whole 1977 Amendment set of changes was about, 
the notch babies, and that whole story. 

They made some mistakes. The reason we are using CPI-W 
today for Social Security is not so much because people regard it 
as the most accurate measure of inflation, it was just the only one 
that was around at the time. Even CPI-U was not around at the 
time of the 1972 Amendments. 
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Over time, the interpretation has been that CPI-W is the one 
that has to be applied to Social Security COLAs based on the old 
wording of the law. 

Ms. ALTMAN. Mr. Chairman, if I can add to that. 

Chairman JOHNSON. No, ma’am. I am not asking you the ques- 
tion. Thank you. My time has practically expired. I am going to 
stop now. Mr. Becerra, you are recognized. 

Mr. BECERRA. Thank you, Mr. Chairman. I think it is appro- 
priate to talk about this Chained CPI. I think it is a very appro- 
priate name for this change in the way you calculate seniors’ bene- 
fits. 

It really does drag down the ability of those who rely on Social 
Security to know their Social Security will be there for them the 
way they expect it, they will be chained down. 

On the issue. Commissioner Groshen, of the accuracy of the 
Chained CPI or the CPI, you also do a calculation called “CPI-E,” 
which is a calculation of the cost of living for the elderly. You take 
a sample of elderly Americans throughout the country. It is a 
smaller sample. You do not apply it but you keep a study that sam- 
ples elderly Americans when it comes to what their cost of living 
is. 

In that CPI-E, which calculates cost of living for elderly, do you 
notice a difference between the CPI-E and the currently used CPI? 

Ms. GROSHEN. Yes, we do. The difference between the two 
measures, the CPI-E and the CPI-U, are the weights, the con- 
sumption weights, differences between the elderly and the non-el- 
derly. 

Mr. BECERRA. What are the actual results? I know I am going 
to run out of time. Which ends up providing a higher benefit 
amount to an elderly person, the currently used CPI-U or the CPI- 
E which takes into account the survey of elderly folks? 

Ms. GROSHEN. During the period from December 1982 to De- 
cember 2012, the average annualized change for the CPI-W was 
2.8 percent, and for the CPI-E, it was 3.1 percent. It was three- 
tenths of a percent higher for the CPI-E. 

Mr. BECERRA. The CPI-E, which is a calculation of the cost of 
living for elderly that you do showed that the elderly have a cost 
of living that is higher than the average consumer that you use to 
calculate the regular Consumer Price Index. 

Now we have the Chained CPI, which would be below the cur- 
rently used CPI down here. When people ask is this a more accu- 
rate measure of what the costs of a senior are, there is a good 
chance that senior is going to lose way more than what he or she 
is currently receiving, which may already be inaccurate given that 
seniors probably tend to use health care more than the average 
consumer you use to measure your CPI. 

I suspect — I am guessing Mr. Kling and Mr. Lorenzen are prob- 
ably the youngest folks here. I suspect they have not had to worry 
about colonoscopies yet. They probably, being male, do not worry 
about mammograms as much. 

Once you are a senior, that colonoscopy is something you have 
to regularly do. If you are a female, you probably have to worry 
about mammograms quite a bit. 
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If you are young and healthy, you do not have to worry about 
that. You might decide if you are running out of money, you will 
not buy the steak, you will buy the chicken because it is less expen- 
sive. 

I doubt you are going to have a choice when it comes to a 
colonoscopy of getting a colonoscopy or a cheaper colonoscopy some- 
where else, or taking your heart medication or buying a cheaper 
heart medication. 

It is a less flexible calculation for seniors when it comes to their 
ability to substitute one product or one service for another because 
for them — we would love to have as many choices in health care, 
for example, as possible, but they are not always there. 

Ms. Altman, does the change to a Chained CPI, as modest as it 
may sound when we speak of it in terms of accountants and .0 this 
and .0 that, does it have an actual impact on the resources that 
most seniors or disabled or survivors of our deceased American 
workers have? 

Ms. ALTMAN. Absolutely. As I say, it has a snowballing effect. 
It compounds over time. The older you get, the larger the cut. We 
have calculated that for an average work, retires at age 65, fortu- 
nate enough to live 30 years, even these bump up’s in these various 
proposals, would still lose a cumulative amount of about $15,000. 
That is someone who during their working years was only earning 
$40,000. 

Mr. BECERRA. It is a hit. Let me just conclude by saying I 
thank you all for your testimony. We have to continue to examine 
these things. 

I think Mr. Blahous said it correctly, we have to here in Con- 
gress decide what we do, and I would simply finally add that know- 
ing that Social Security has never added a single penny to our defi- 
cits. 

I would hope that we confine our discussions about working on 
strengthening Social Security to Social Security, not within the 
context of budget deficits that Social Security never caused. 

Thank you, Mr. Chairman. 

Chairman JOHNSON. Thank you. Mr. Renacci, you are recog- 
nized for five minutes. 

Mr. RENACCI. Thank you, Mr. Chairman. I want to thank all 
the witnesses today for being here. When I saw this chart in the 
beginning, it is interesting, because you try to learn some things. 

Mr. Kling, I want to ask if this statement is true. Since 2010, So- 
cial Security has been paying more in benefits than it receives in 
revenue and that the cash flow deficit for the ten year period end- 
ing 2023 is projected to reach $1.3 trillion according to the CBO? 

Mr. KLING. Yes, it is correct. The Congressional Budget Office 
generally focuses on the budget of the Government as a whole. On 
that basis, the dedicated revenue from Social Security taxes was 
less than outlays for Social Security benefits last year, and will be 
throughout the next decade under current law, contributing to the 
unified Federal budget deficit and increasing Federal debt held by 
the public. 

Looking at just the Social Security program, the total inflow in- 
cluding payroll tax revenue and interest payments on the Trust 
Fund balances from the Treasury will exceed the outflow from the 
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combined Old Age Survivors and Disability Insurance Trust Funds 
for the next several years. 

That situation will reverse and the outflow will exceed the inflow 
starting in 2017, CBO projects. That combination of Trust Funds 
includes the Disability Insurance Trust Fund that will be ex- 
hausted in 2016. 

Mr. RENACCI. Between now and 2023, we will reach $1.3 tril- 
lion? That is a true statement? 

Mr. KLING. Yes. 

Mr. RENACCI. Thank you. Mr. Lorenzen, I think this comes 
down to accurate measure. You were ending your testimony about 
this is all about coming up with an accurate measure of inflation. 

You did not get a chance to finish. I would like to hear the rest 
of what you were going to say. 

Mr. LORENZEN. What I was saying is the policy within the So- 
cial Security program, within the Tax Code and many other pro- 
grams is to ensure that the value of those benefits or those provi- 
sions in the Tax Code keep pace with inflation. 

As long as that is the policy, we should try to implement that 
policy in the most accurate way and make sure those programs are 
indexed to the most accurate measure of inflation as possible. 

In some cases, providing a higher than justified increase in infla- 
tion masks other shortcoming’s in the programs or provides bene- 
fits across the board that benefit certain populations more so and 
provide a more accurate measure that may have other undesirable 
consequences, but those should be addressed by policies that are in- 
tended to do that. 

We should not be having a policy to index programs to greater 
than inflation that provides a higher adjustment for everyone in 
order to help some. 

For example, it makes no sense to have an indexing of the Tax 
Code that provides a $450 windfall to someone at the top quintile 
of the Tax Code in order to protect a $25 tax benefit for someone 
at the bottom quintile. 

You would be far better to accurately index inflation for every- 
one, and then if we are concerned, as I am about the person at the 
bottom quintile, find another change to the Tax Code to address 
that. 

I think we can do that in Social Security and other programs, 
index the programs to achieve the policy goal of keeping pace with 
inflation for all of them and then finding ways to help and assist 
those for whom that change in inflation exposes other short- 
coming’s. 

Mr. RENACCI. What do you believe is the most accurate meas- 
urement? 

Mr. LORENZEN. I do believe the Chained CPI that has been de- 
veloped over years is the most accurate measure based on what I 
have read from experts. 

Mr. RENACCI. Thank you. Commissioner Groshen, why is CPI- 
E referred to as experimental? Is it ready for prime time? 

Ms. GROSHEN. The short answer is no, it is not ready for prime 
time, which is why we all it experimental. The problems with it are 
it is based on a small sample size, but even more than that, it is 
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based on using the same stores and the same prices and the same 
set of goods as for the general population. 

For the BLS to stand behind it as an official statistic, we would 
need to do the research involved to really design the program to 
measure the cost of living for the elderly in a statistically sound 
way. 

Mr. RENACCI. Mr. Lorenzen, do you have any comments about 
the flaws in the CPI-E? 

Mr. LORENZEN. I would add a couple of flaws. I think health 
care is one area of different expenditures, but there are other dif- 
ferences in spending patterns among seniors that are not reflected 
in CPI-E, including mail order and senior discounts. 

There are also questions about how it accounts for housing is ac- 
curate, that seniors are much more likely to own their own home 
and have paid off mortgages, whereas CPI and CPI-E both assume 
inflation based on imputed rent. 

On the issue of health care, I would say two things. First, as was 
noted, it is not clear how much the measures are accurate in meas- 
uring health inflation, that it is very difficult to do so accurately, 
and some suggestions that measures overstated health care infla- 
tion. 

I would add the bulk — the increase in health care costs for sen- 
iors is in a small population. Instead of again having a higher in- 
flation adjustment based off the higher health expenditures for the 
smallest population, we can address that through something like 
an out-of-pocket limit and other reforms of the Medicare program 
instead of providing a higher adjustment for everyone. 

Mr. RENACCI. Thank you. I yield back. 

Chairman JOHNSON. Thank you. The gentleman’s time has ex- 
pired. 

Ms. Schwartz, you are recognized for five minutes. 

Ms. SCHWARTZ. Thank you, I appreciate the testimony. I do 
also have to start with where I think our premise has to begin. 

I will echo some of the comments made by the Ranking Member, 
that we should begin by understanding that Social Security is dif- 
ferent and is funded differently, has its own Trust Fund, in fact, 
in the wisdom of Congress, they actually anticipated the baby 
boomers, unlike in Medicare, for example, and that was important. 
Those are dollars in Social Security going forward. 

We have made a commitment. Social Security to seniors and to 
their families, and we ought to start with the premise of absolutely 
sustaining it and making sure it’s there for our current seniors and 
our future seniors. 

The discussion about how to modify the CPI, Consumer Price 
Index, for Social Security, it feels really different. How it affects 
seniors, as I think was pointed out in the panel, the idea of chang- 
ing it and already we know it is not going to work for all seniors. 

Therefore, how many seniors are we then going to modify it for 
because we are worried about older seniors, the biggest group that 
is growing, over 85. The poorest seniors, which is a lot of them also, 
and our sickest seniors. 

If you are starting to say okay, it does not work for percent or 
that percent, we begin to say is this a wise thing to do. That is 
really the question before us, should we even be applying a change 
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in the Chained CPI or even considering it for seniors and for Social 
Security? 

That is a big deal. In Pennsylvania, it is a big deal. We have al- 
most two million seniors. As you know, seniors are aging. 

As already pointed out, they have very different uses of the econ- 
omy than you might compare to a 25 or 35 or 45 year old. They 
are living on fixed incomes, more and more of them are relying on 
Social Security as the one piece they know is going to come to 
them. 

Small changes in an inflationary factor, I think it becomes in- 
creasingly important as we are seeing changed in retirement bene- 
fits for many Americans, to sort of move from defined benefits to 
defined contributions, it may be even more important as we go for- 
ward for future seniors. 

Again, you point out that most seniors — I thought the number 
was $14,000, average income, you said $17,000. It is still not very 
much. 

I wanted to really ask the question about how this would apply 
to the poorest and sickest seniors. The question was raised about 
seniors had a different position in terms of health care than young- 
er Americans. 

I know when I talk to a group of seniors, and I bet if I say it 
to everybody in this room, how many of you take a medication. For- 
get the ones that are really serious, how many of you who are over 
65 take a medication. They laughed. 

I said, “does anyone take one?” They all laughed at me. One. 
How about two, how about three, how about four. Which one are 
you not going to take if you do not get a little more of an increase. 

It is a little different than am I going to buy steak or chicken. 
It is really a question of am I going to buy chicken at all. Am I 
going to buy vegetables. Am I going to take one medication versus 
another. 

That is serious business. It has implications for higher costs for 
families, who often have to help out their seniors/relatives, or high- 
er costs to taxpayers because they show up in emergency rooms. 

The implication in relationship to health care costs, which seems 
to be very, very important and different for seniors, as well as some 
of the issues some others would like to raise about housing. 

These are seniors who live on a fixed income. It is not easy for 
them to shift costs to somewhere else, as some do. I will get a job. 
I will get a second job. I will find a higher paying job. I will not 
buy a new car this year. 

This is really not what most 85 year old’s or 80 year old’s or even 
75 year old’s are really thinking about. 

We really have to understand that may be very different than a 
change we might make or might not make in how we index in- 
creases. 

What we hear as Members of Congress all the time is the in- 
creases, and they are small, that they get in Social Security, often 
go to the increases in Medicare, cost sharing. They get pretty upset 
about it. 

It is not even an increase question, about whether they can af- 
ford increases in their heating bill because they have already used 
it all up for health care. 
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I really wanted to ask Ms. Altman if you could just speak more 
specifically to how many seniors would have to — I think Mr. 
Lorenzen talked about this — he ameliorated. The harm to seniors 
would have to he ameliorated in terms of our sickest seniors, our 
poorest seniors, our oldest seniors. 

Ms. ALTMAN. We have actually looked at that very carefully. It 
is really more than half. If you are talking about the poorest of the 
poor, you are talking about 9.4 million seniors who are not getting 
SSI but just Social Security, but are poor or near poor. 

As you say, the population is aging. More and more are getting 
older. 

If it is an accurate Index, you do not have to ameliorate. People 
talk about shielding veterans, two out of five Social Security bene- 
ficiaries are veterans. 

There are lots of groups that I think the American people would 
see as deserving and not worthy of having a cut. 

Chairman JOHNSON. The gentlelady’s time has expired. 

Ms. SCHWARTZ. Thank you very much. 

Chairman JOHNSON. Mr. Kelly, you are recognized. 

Mr. KELLY. Thank you. Chairman. Thank you all for being here. 

There is an old adage where I come from, if you do not know 
where you are going, any road will get you there. In this case, we 
do know where we are going. We know if we do not take a look 
into the future, if we do not get this fixed — I understand charts and 
I understand income has nothing to do with solvency. A lot of peo- 
ple make a lot of money and still go broke every year. 

It is not a matter of how much you make, it is how much you 
save. It is about keeping your spending under control. 

Listen, I am/ 64. You think I am not concerned about what is 
happening? I am absolutely concerned with what is happening. By 
the same token, there is something about early detection. If you get 
it early enough, you can usually get it fixed and get it done at 
much less cost. 

I am trying to figure out why even have the hearing today if 
there is no problem. We have all kind of revenue. We do not have 
any problem looking into the future, why are we worrying about 
this? Why are we even having this conversation about the solvency 
and the long range stability of Social Security? 

If I look at the figures, what are we talking about? We have all 
kind of money. All kind of money coming in. It is growing at a tre- 
mendous rate, 1.6%, 1.8%. 

Here is the deal. If your heart is willing but your wallet is weak, 
I do not care how much you care about these folks, I care about 
them. 

We made promises to people years ago that we cannot keep today 
and then we try to soft soap it and really, I wish policy were the 
driving force in this town and not politics. 

I wish we could talk about the reality of how we are going to 
save this program as opposed to how we are going to spend it some 
way that makes us look good in the next election. 

If we really care about Americans, I do not care about Repub- 
lican, Democrat, Independent, Libertarian, whatever you are in 
this country, there is always that ability to speak about it openly 
and do it the right way, but do it honestly, please. 
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I want to save the program, too. Mr. Blahous, you have some in- 
teresting approaches. Running a business all my life, there are a 
lot of things that I made a mistake on early. My dad was a World 
War II pilot, and much like the Chairman, he was a bomber pilot. 
We had a Cessna franchise for a while. 

The most important thing he told me is when we were flying 
somewhere. He would say, son, make sure that you chart that the 
right way and make sure you stay on course. 

It is no big deal being off one degree. I grew up in a little town 
called Butler, about 25 miles from Pittsburgh. You can be off one 
degree flying from Butler to Pittsburgh and end up pretty close to 
Pittsburgh. If we were flying from Butler to Los Angeles, we would 
end up in Oregon. 

There is a long range effect to this stuff. The equities that you 
talked about, if it is not a problem, we have all this income, if it 
is coming in and we cannot spend it fast enough and do not worry 
about it, why be concerned? Why all the interest? 

If we do not do this, what is the ultimate effect? I like the ap- 
proach you have to it. We are talking now about numbers that sup- 
port what our hearts want to do. 

Mr. BLAHOUS. I think even relative to many other experts, I 
am extremely concerned about the financial future of Social Secu- 
rity. 

You made a reference to early detection. I fear the early detec- 
tion light has been going off for a while and there has been a fail- 
ure to act. 

I fear we are actually getting to the point where it is going to 
be difficult to get this problem resolved. 

In 1983, the program faced a very substantial financing crisis. It 
took a tremendous amount of bipartisan cooperation to resolve it. 
You actually had Republicans and Democrats joining together to 
overcome the very spirited opposition of the AARP and other sen- 
iors groups. It was a very difficult thing to do. 

We had to delay COLAs by six months. They had to raise the re- 
tirement age. They exposed benefits to taxation for the first time. 
They had to bring all Federal employees into the system. They had 
to accelerate a previously enacted increase in the payroll taxes. 

This was really politically painful stuff. The current long range 
shortfall in Social Security relative to that then, it is about twice 
as large now. The amount of political pain that all of you would 
have to endure in a long range solvency fix is about twice as much 
as it was in 1983. 

If you did a 50/50 on benefits and taxes, conservatives would 
have to agree to twice as much in terms of tax increases and pro- 
gressives twice as much in terms of benefit restraints as was done 
in 1983. 

That is a very tall order. With each passing year, this becomes 
a bigger problem to solve. I am very worried about it. I am worried 
about the consequences if we do not enact repairs relatively soon. 

Mr. KELLY. Mr. Renacci and I are both automobile dealers. In 
the old day, we had gauges that told us what the temperature was, 
what the oil pressure was, and they switched the lights. They 
would go red. It was called “idiot lights” because when the light 
was on, it was already too late. The engine was fired. 
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You say we have a blinking light right now. It may be blinking 
yellow but we better wake up and smell the coffee. We are at a 
dangerous, dangerous point. 

I thank you for your testimony. Mr. Chairman, my time has ex- 
pired. 

Chairman JOHNSON. Thank you. Mr. Thompson, you are recog- 
nized for five. 

Mr. THOMPSON. Thank you, Mr. Chairman. Thanks to all the 
witnesses for being here today. 

I am glad you preceded me in the questioning because you raised 
an issue that I came into this Committee thinking about today. It 
is a little bit confusing as we deal with this. 

I think we need to talk about Chained CPI and what it means 
and how it works. The idea that we are talking about it from the 
vantage that you brought up as part of the shortfall for Social Se- 
curity, I find a little bit baffling. 

I do not think it is a reform to Social Security. As I understand 
it, it is about 20 percent of the shortfall. That is a long way from 
what we need to be doing. It is even worse in this case because to 
get that 20 percent of the shortfall, you are cutting benefits to sen- 
iors and you are cutting benefits to veterans, and many times those 
veterans are the seniors that we are trying to help provide a secure 
retirement for. 

When we talk about Chained CPI as part of the deficit issue, I 
think it really muddies the water. Social Security does not have 
anything to do with the debt, as I understand it. I do not believe 
Social Security has added a dime to our debt. I do not believe it 
can by law. 

When you start co-mingling these topics, I do not know if it gets 
us to where we need to be. That is we certainly need to deal with 
our deficit. We need a long term plan to do it. When we start doing 
that, I think we need to look at what caused it. 

You cannot have major tax cuts without paying for them. You 
cannot go to war without paying for it. You cannot provide pre- 
scription drug benefits without paying for it. Yet, we are not talk- 
ing about anything like that. 

We also need to make sure that Social Security is available for 
providing a secure retirement for many years to come. 

As I mentioned, this does not do it. It is 20 percent. I do not 
know you factor that in. If you look at the 20 percent and you are 
getting that from the seniors themselves, that kind of raises havoc 
with the security of those seniors that you are trying to help. 

I have a couple of specific questions. Ms. Altman, can you explain 
how Chained CPI cuts veterans’ benefits? 

Ms. ALTMAN. Sure. The veterans’ benefits actually can get hit 
three or four times because as you know, there are a number of 
programs Government-wide that are indexed, the largest savings 
comes from Social Security. 

As I said earlier, two out of five veterans receive Social Security. 
People who are disabled or die in Service in Iraq or Afghanistan 
qualify for Social Security benefits. Those benefits would be cut by 
the Chained CPI. 

In addition, there are a number of veteran specific programs, vet- 
eran retirement programs and programs for disabled veterans. 
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Those also are indexed and those also would be cut by the Chained 
CPI. 

Mr. THOMPSON. If you are a veteran who was wounded in a 
previous war and you get a certain disability payment as a result 
of that, you can expect to see your veterans’ disability check re- 
duced? 

Ms. ALTMAN. That is right. 

Mr. THOMPSON. If you are a veteran who was killed and your 
children are receiving benefits, the children of that veteran can ex- 
pect to see a reduction in their benefits they receive from their 
dead mother or father? 

Ms. ALTMAN. They will be cut twice. They also receive survivor 
benefits under Social Security. 

Mr. THOMPSON. Mr. Blahous, do you still believe we ought to 
privatize Social Security? 

Mr. BLAHOUS. As you know, I worked for President Bush and 
worked on his proposal to include personal accounts of Social Secu- 
rity. I actually think although at one time, it would have been pru- 
dent to try to save as much Social Security contributions as we 
could going forward in personal accounts, I think that time has 
passed. 

I think it is too late to advance fund a significant portion of So- 
cial Security obligations. 

I believe our solutions at this point are best confined to the tradi- 
tional ones, trying to align benefits and taxes within the current 
structure. 

Mr. THOMPSON. You do not believe we should privatize Social 
Security? 

Mr. BLAHOUS. No. 

Mr. THOMPSON. How do you think we should do the reform? 

Mr. BLAHOUS. I will give you a two part answer. There is what 
I personally would design if I were dictator of the world, and there 
is what I would support. 

The second ranges much wider than the first one. I would tend 
to focus primarily on reductions in the rate of the growth on the 
high income end basically by changing the benefit formula. There 
are some other changes I would make. 

Mr. THOMPSON. Means test it? 

Mr. BLAHOUS. No, I would not do a true means test. A means 
test basically means measuring income outside the Social Security 
system and withholding benefits based on that. 

There is a benefit formula in the current law that is progressive. 
It is like a system of income tax brackets except you have benefit 
brackets. I would basically make those more progressive and hold 
down benefit growth on the higher income end. 

Having said that, there have been proposals put forward that 
would do more of a mix of revenue changes and benefit changes 
like the Simpson-Bowles proposal. 

Mr. THOMPSON. Raising the age, is that one? 

Mr. BLAHOUS. Raising the age would be something I would con- 
sider as was in Simpson-Bowles. Simpson-Bowles included some in- 
creases in the tax base as well. 

I frankly think a solution is important enough that I would go 
along with a variety of ways to do it. 
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Chairman JOHNSON. The gentleman’s time has expired. There 
are a lot of ways to fix it and we need to and we will. 

Mr. Griffin, you are recognized. 

Mr. GRIFFIN. Thank you, Mr. Chairman. I want to start out by 
saying that I saw a representative from the White House here in 
the room. I want to say something I do not say much, which is I 
congratulate the President on acknowledging that we have a prob- 
lem. 

There are some people here I have heard from today that do not 
acknowledge that we have a problem, and the President has ac- 
knowledged that we have a problem. 

We may disagree on what to do about it, but it was welcomed 
to see him at least putting something forward that starts the con- 
versation on this. 

I will say one of the big problems is the longer we wait, the clos- 
er we get to the edge of the cliff, the fewer options we have. 

We have heard a reference to that here a minute ago. My mother 
is on Social Security. I pay into Social Security, despite what the 
Internet says. I hope to get Social Security benefits at some point, 
especially since I turned down my congressional pension. 

I am counting on Social Security. I want to save it. I feel like I 
am in a land of glitter and unicorns here because you have people 
who are saying Social Security has a problem, it does not have 
enough money, but it does not add to the deficit or the debt. Com- 
plete and utter nonsense. 

I am not going to be one of these guys that cites Factcheck.org, 
although they have commented on this. Sometimes they are right 
and sometimes they are wrong. 

The bottom line is we have a yearly deficit. If Social Security 
only used the money it has coming in, we would have a problem. 
You can say it does not add to the deficit. You can say it does not 
add to the debt. You may be thinking of Social Security as a sepa- 
rate fund and it technically is, but it is one Government. 

Mr. BECERRA. Will the gentleman yield? 

Mr. GRIFFIN. The gentleman will not yield. If you take $100 in 
your personal account and separate it in ten separate accounts, you 
still have $100. 

The bottom line is because of where we go to get the money to 
plus up Social Security, at the end of the day, we are borrowing 
money. Where is the money coming from if we are not borrowing 
it from somewhere? 

This is just ridiculous. I agree with this gentleman, why are we 
here if there is not a problem. There is a problem and that is why 
we are here. It is that simple. 

You can talk Washington speak, about moving money around, 
and it is not here, that is a bunch of nonsense to normal people. 
You are insulting people when you say we have enough money. 

If you say we do not have enough money, then you have to admit 
it is adding to some deficit somewhere even if it is on another bal- 
ance sheet. 

These ideas of trust funds is Washington speak, we know they 
are routinely treated as one big pool of money. Either you are wast- 
ing my time, which I rushed over here from somewhere else, or we 
have a problem. 
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I think the President just acknowledged we have a problem. I am 
a veteran. I am still serving. I had to get up early this morning 
and run Army Reserves all the way down the Mall. Do not talk to 
me about veterans. My grandfather served in World War I. I served 
in Iraq. 

I want to help veterans. Will they be better off if we have a debt 
crisis, folks? How are seniors going to be better if we have a debt 
crisis? Ask the Europeans. It is a bunch of nonsense. 

I had a question, but I am out of time. If I hear somebody else 
say that we have plenty of money and this is not adding to the def- 
icit or debt, I just cannot listen to it. 

I thank President Obama for starting the conversation so we can 
fix this for the next generation of people, which includes me. Thank 
you, Mr. Chairman. 

Chairman JOHNSON. Thank you. The President is aware. Mr. 
Doggett, you are recognized. 

Mr. DOGGETT. Let me just affirm that Social Security is not 
adding to the debt to begin with. That does not mean that I am 
not concerned about the long term solvency of Social Security and 
that it will be there as strong for my grandchildren as it was for 
my parents. 

Mr. Lorenzen, your group has worked with the recommendations 
of the Simpson-Bowles Commission. This is not the only rec- 
ommendation that the Simpson-Bowles Commission made to en- 
sure the long term solvency of Social Security, is it? 

Mr. LORENZEN. No, it is not. 

Mr. DOGGETT. In fact, one of the other recommendations of the 
Simpson-Bowles Commission was that the wage base, the taxable 
wage base would be slowly expanded, and did not that proposal — 
if the concern is for the solvency, the long term solvency of Social 
Security, did not that proposal do more to protect the long term sol- 
vency than adjusting the cost of living increase? 

Mr. LORENZEN. It did somewhat more. It was a comprehensive 
plan that looked at all parts. 

Mr. DOGGETT. I want to be open to all points of view. My main 
objection here, when the President’s name is invoked, that once 
again, as has happened a number of other times in this Adminis- 
tration, he begins by saying he agrees with what the Republicans 
want, which is clearly a limitation on the growth of Social Security 
benefits, and then begs for something in return. 

Of course, they have rejected any other revenues, including addi- 
tional revenues to protect the solvency of Social Security, or closing 
corporate loopholes, or making the other changes that would allow 
us to address our budget shortfall, which is very real. 

Commissioner, let me ask you, with reference to the Chained 
CPI, my understanding from your testimony is that even if the Re- 
publicans exerted total control on this and they could impose it this 
morning, we are not quite ready yet to do so. It is not, as you said, 
ready for prime time yet. 

Ms. GROSHEN. What is not ready for prime time is the Chained 
CIP-E. The Chained CIP-U is ready. 

Mr. DOGGETT. Could be ready. 



88 


Ms. GROSHEN. That is right. You would have to deal with the 
fact that it is revised twice, hut there is a plan out there that 
would allow that to happen. 

Mr DOGGETT. You have indicated that implementing that takes 
longer than the way we do the CPI now, that the data takes longer 
to collect and is not as available as quickly as the way we do it 
now. 

Ms. GROSHEN. No. We publish an initial number and that could 
be used to adjust the cost of living, were that the choice of the pol- 
icy makers. 

The BLS makes no recommendation on how our official numbers 
should be used. 

Mr. DOGGETT. I guess like so many other members, I receive 
so many expressions of concern for seniors during the two years 
that they received no cost of living increase of any kind and the no- 
tion that increases in the cost of food at the grocery store did not 
decline or stay steady during that time, they soared. 

If we had in effect the cost of living increase that is being dis- 
cussed today, the chained approach, how much less over the last 
decade or two would seniors have received? Would there have been 
other years in which they had no cost of living increase? 

Ms. GROSHEN. We can do that calculation for you. I do not have 
that off the top of my head. 

Mr. DOGGETT. It would not surprise you taking it say over the 
last two decades if they had two recent years in which they got no 
cost of living increase, if this new system had been in place, there 
would have been other years over that 20 years in which they also 
would have received no cost of living increase. 

Ms. GROSHEN. Possibly. 

Mr. DOGGETT. Ms. Altman, let me ask you also, looking for- 
ward with reference to veterans, and I appreciate the gentleman’s 
service, I have a lot of veterans in the San Antonio/San Marcos/ 
Austin area concerned about what impact this will have on them, 
just like seniors and individuals with disabilities. 

What difference will it make over time to them in terms of dol- 
lars and cents? What is the estimate? 

Ms. ALTMAN. Let me make clear that the American Legion and 
the Veterans of Eoreign Wars are against the Chained CPI, both 
for Social Security and the veterans’ programs. 

They would have the figures on the overall calculation. 

Mr. DOGGETT. You are saying both the VEW and the American 
Legion oppose this change? 

Ms. ALTMAN. We can give you a list of veterans. Paralyzed Vet- 
erans of America, those are the most prominent groups. There are 
about fifteen veterans’ groups that have come out against it. We 
can provide your staff with the letters they have sent. 

Mr. DOGGETT. Thank you. 

Ms. GROSHEN. Actually, I have an answer. The two years 
where there was no increase were 2009 and 2010. The Chained 
CPI-U would have given three-tenths of a percent increase rather 
than zero. 

Mr. DOGGETT. Why is that? 

Ms. GROSHEN. It is because — basically the substitution effect. 
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Mr. HORRIGAN. One of the issues is we had such a large in- 
crease in energy prices in 2008 and then the decline, the way the 
adjustment in Social Security works using the CPI-W is it is com- 
pared to the previous peak. 

We had two years where the Index was not above the previous 
peak. However, with the Chained CPI, because of substitution, it 
started at a lower level and came back a little bit faster. 

Just in terms of the comparison of the previous year, it hit that 
previous peak one year earlier with the way it is adjusted, in the 
official way it is adjusted. 

Mr. DOGGETT. Thank you. Thank you, Mr. Chairman. 

Chairman JOHNSON. Thank you. Mr. Tiberi? 

Mr. TIBERI. Mr. Chairman, thank you. Mr. Doggett, can we sign 
you up for that proposal now? 

[Laughter.] 

Mr. TIBERI. Mr. Chairman, Mr. Ranking Member, if I were 
watching on C-SPAN 25, on the Internet right now, I would be 
pretty darn confused. I have to tell you, I am so blessed. I have an 
80 year old father, he is going to be 80 this year, who came to 
America in 1950. In 1950, there were 16.5 workers for every retiree 
on Social Security. There were not 10,000 people retiring a day. 

Now there are less than three workers for every retiree. My dad 
had figured it out and my mom has figured it out, my mom and 
dad still live in the same house I grew up in in Columbus, Ohio — 
just got rid last year of their 18 year old car, not because they 
wanted to but because it broke down, and Social Security is still 
really, really important to them. 

They look at their grandkids and they have again figured it out, 
partly because of organizations like yours, who are doing a great 
job of saying we have a problem, even though some honorable folks 
even up here believe there is not a problem. 

Here is what helped them. 

Mr. BECERRA. Will the gentleman yield? 

Mr. TIBERI. After my five minutes, I will. 

Mr. BECERRA. I never said there is not an issue or challenge 
for Social Security. I just said today using Social Security funds to 
pay for deficits that it did not cause is the problem. 

Certainly, we all want to take care of Social Security long term. 

Mr. TIBERI. The long term for me is very quickly approaching. 
When I get my Social Security statement now, it says if we do 
nothing, if I go online, I will get approximately 72 percent of the 
benefits that I am supposed to get. 

When I came in 2000, Mr. Becerra, it did not say that. I used 
to talk about saving Social Security for my kids. Now it is for peo- 
ple of my generation. My mom and dad get that, not because they 
are concerned about me, but they are really concerned about their 
grandkids. 

If it is going to impact me in my generation, God help my kids 
and their kids. 

Sir, in your written testimony, which I thought was awesome, 
you talk about the difference between the President’s proposal and 
the current law, and the difference it has in terms of impact on 
benefits over a year, over a period of 20 years. 

Can you expand on that for us? 
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Mr. LORENZEN. I was speaking about the proposals on the 
Chained CPI. 

Mr. TIBERI. Yes, generally. 

Mr. LORENZEN. With Chained CPI in place, benefits will still 
be increasing in nominal terms, obviously. 

Mr. TIBERI. Can you say that again? I could not quite hear you. 

Mr. LORENZEN. I am sorry. Benefits will still be increasing in 
actual terms. They will be increasing slightly less than they are 
under scheduled law, but doing it more accurately. 

However, the Trust Fund is projected to be exhausted in 2033, 
at which point there will be a 25 percent reduction for all bene- 
ficiaries. The Chained CPI would delay that exhaustion briefly and 
make the shortfall thereafter smaller, so benefits would be higher 
with Chained CPI because the Trust Fund has money to pay bene- 
fits, but also because the initial benefits are indexed to wages, that 
a future retiree is going to start with a greater benefit in real infla- 
tion adjusted terms than a previous retiree. 

If you were to compare someone who retired in 1993 at age 55 
with what their benefit is today and took a comparable worker who 
retired today at age 65, 20 years from now when they are 85, even 
if Chained CPI had been applied and there was not any bump up 
in benefits or any other adjustments to compensate for it, someone 
retiring today would still have a higher benefit in real inflation ad- 
justed terms at age 85. 

Mr. TIBERI. Thank you. Commissioner, one last quick question. 
To follow up on Mr. Doggett’s point, if this is enacted, long term, 
this is not even enough, correct? We need to do more? 

Ms. GROSHEN. I am sorry? 

Mr. TIBERI. Because of demographics, in terms of Social Secu- 
rity. 

Ms. GROSHEN. The BLS does not do calculations of that. 

Mr. TIBERI. Mr. Blahous. 

Mr. BLAHOUS. You have to do a lot more. 

Mr. TIBERI. We have to do a lot more. Any suggestions on your 
part in terms of saving for my kids, saving Social Security for 
them, at the same time not hurting current seniors like my mom 
and dad? 

Mr. BLAHOUS. I think we are in “all of the above” mode. We 
have to make changes to the eligibility age. I think we have to 
make changes to the benefit formula. I think we should slow the 
rate of benefit growth on the high income end just by making brute 
force changes in the benefit formula itself. 

I think there are other changes we should make to improve the 
work incentives in the system that would basically have the effect 
of rewarding seniors for staying in the workforce longer. 

Mr. TIBERI. The longer we wait, the more difficult a challenge 
it is? 

Mr. BLAHOUS. Absolutely. 

Mr. TIBERI. Thank you. 

Chairman JOHNSON. We have to get it through the House and 
the Senate. 

[Laughter.] 

Chairman JOHNSON. May or may not happen. Mr. Becerra for 
half a minute. 
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Mr. BECERRA. Thank you, Mr. Chairman. I just want to make 
clear we are clear on something. We all say we want to preserve 
Social Security. This is about making sure for our kids and our 
grandkids, it is working as well as it has worked for our parents 
and grandparents. 

To try to make it sound like Social Security is having the sky fall 
on it today when what the sky is falling on is the Federal budget 
which has exhausted its resources and over spent, not Social Secu- 
rity, to say that the Social Security Trust Fund that Americans 
have created through their tax contributions does not exist and the 
interest it earned, it is like telling any American how much money 
do you have in your pocket today, can you pay off your house and 
your car loan today with the money you have in your pocket with- 
out going into your savings account? 

That is crazy. We have money in the savings account for Social 
Security. It is there because Americans contributed taxpayer 
money into that Fund. 

To cut benefits, to discuss a budget deficit caused by unpaid for 
wars or tax cuts that went to very wealthy folks, that is just put- 
ting it on the backs of seniors. 

I think a number of us are ready to engage in a conversation 
about what we do long term to make sure Social Security is viable 
for everyone. 

To just cut seniors and veterans’ benefits to deal with today’s 
budget deficits caused by other things, that is what concerns many 
of us. 

Thank you, Mr. Chairman, for the time. 

Chairman JOHNSON. The President likes the idea. Thank you 
to our witnesses for their testimony. I also thank our members for 
being here. 

We know we have to do something to protect Social Security long 
term, and we will do that. Come 2033, Social Security will not be 
able to pay full benefits. Americans deserve a Social Security pro- 
gram they and their children and grandchildren can count on. 

As our hearing series moves forward, I look to our continued ex- 
amination of bipartisan Social Security reforms. We need to do 
right by today’s beneficiaries and workers. When there is bipar- 
tisan agreement, we can and should act, and we will. 

I want to thank you all for being here today. The meeting stands 
adjourned. 

[Whereupon, at 11:05 a.m., the Subcommittee was adjourned.] 

[Public Submissions for the Record follows:] 
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Introduction 


As the largest nonprofit, nonpartisan organization representing the interests of 
Americans age 50 and older and their families, AARP greatly appreciates the opportunity 
to discuss in this testimony the important role Social Security plays, and will continue to 
play, in the lives of current and future generations of Americans and AARP's specific 
concerns regarding cuts to Social Security via the adoption of what is known as the 
chained consumer price index (CPI) 

Social Security Benefits are Vital But Modest 

Social Security is the only lifetime, inflation-protected, guaranteed source of 
retirement income that most Americans will have. If is the foundation of retirement security 
that keeps millions of older Americans out of poverty and allows them to live 
independently But Social Security also provides some measure of economic security for 
families who face a loss of income because of the disability or the death of a wage earner 
The inflation protection provided through Social Security's annual COLAs is a critical 
component to the success of the program. 

At the end of 2012, about 57 million people received benefits from Social 
Security The majority of these beneficiaries were 36.7 million retired workers Social 
Security beneficiaries, however, also included 8.8 million disabled workers, 4.4 million 
children, 4.3 million widows, widowers, and parents and 2.4 million spouses.’ For many ot 
these beneficiaries and their families. Social Security is the one source of income that 
stands between them and poverty - without it, more than 21 million additional men, women 
and children would be in poverty.' 

Today, half of those 65 and older have annual incomes below $20,000, and many 
older Americans have experienced recent and significant losses in retirement savings, 
pensions, and home values. Every dollar of the average Social Security retirement benefit 
of a little over $15,000 is absolutely critical to the typical beneficiary. For older American 
households receiving benefits, Social Security is the principal source of income for nearly 
two-thirds, and roughly one third of these households depend on Social Security for nearly 
all of their income.^ Reliance on Social Security as a source of guaranteed income only 
increases as people age.^ 

Social Security benefits are particularly important for women, who. on average, live 
longer and earn less than men. Women also spend more time out of the labor force or 
work part-time to care for children and other family members. Fifty two percent of all 
women aged 65 and older depend on Social Security benefits for 50 percent or more of 
their family income. Moreover, in 201 1 , older minorities relied on Social Security for a 
significant share of family income. Thirty-four percent of African Americans and 35 percent 


' Data accessed from. hHp,//vvv.'v/,ssa.gov/cgi-bin/cuicenlpBV,i:ai 

' Center on Budget and Policy Priorities, Social Security Keeps 21 Million Americans Out of Poverty: A Slate- 
by-6late Analysis, available at http://w\Yw.cbpj}.org/cni^?fa«view&tds3Q5t 
^ Social Security Administration, Income of the Population 55 or Older, 2010, available at Table 9.A1 
http://wvyw,ssa.gov/policy/docs/stalcomps^mcpme_pop55/2010/secl09.htmj 
* Social Security: Who's Counting on It, page 2, AARP Public Policy Institute 
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of Hispanics who are 65 and older depended on Social Security for 90 percent or more of 
their family income. Finally, the poor and near-poor also rely on Social Security tor a 
significant share of their income; in 201 1. more than half of the poor and almost 50 percent 
of the near-poor relied on Social Security for 90 percent of more of their family income. 

And Social Security will likely be even more important to future generations. Due to 
stagnating income, escalating personal debt and rising costs for education and health 
care, workers today are less likely than their parents or grandparents to enjoy the living 
standards of their working years when they retire. If these trends continue. Social Security 
will be the main source of income for all but the wealthiest retirees in the future 

The Chained CPI is NOT More Accurate for Retirees or the Disabled 

Social Security contains several programmatic features that pertain to inflation and 
are designed to ensure that retirees maintain some modicum of their pre-retirement 
standard of living. First, when calculating one's initial benefit, Social Security looks at an 
individual's entire earnings history and then translates prior wage levels into present-day 
dollars, otherwise known as wage indexing. According to Social Security, "such indexation 
ensures that a worker’s future benefits reflect the general rise in the standard of living that 
occurred during his or her working lifetime.” 

Once a retiree begins collecting Social Security, their benefit is adjusted annually to 
account for price inflation. This is to ensure that a beneficiary maintains the purchasing 
power of the benefits he or she has earned and the beneficiary's standard of living does 
not erode over time. That annual inflation adjustment, known as a cost-of-living 
adjustment (COLA), gets added to the previous year's benefit amount, and becomes part 
of the base benefit on which next year's COLA is computed. 

Despite claims to the contrary, the chained CP| is WOTa rnore accurate measure of 
inflation, especially for Social Security COLAs. |n fact, it is even less accurate than the 
current formula 

Currently, the COLA Is calculated using the Consumer Price Index for Urban Wage 
Earners and Clerical workers, otherwise known as the CPI-W By definition, this index 
reflects the purchasing patterns of those Americans who are still in the workforce. 

However, retirees and those out of the workforce due to disability have different spending 
patterns. Retirees and the disabled spend much more on medical care than working 
Americans Moreover, health care costs have risen much faster than inflation in the prices 
for other goods and services. But because the current CPI-W formula is based on the 
spending patterns of workers, not retirees, current COLAs are based on an index that 
already underreports the real cost of inflation experienced by seniors. As such, the current 
COLA Is already lower-than-warranted for seniors and those who cannot work due to 
disability 

Another flaw with the accuracy claim is that the chained CPI is premised on 
substitution behavior by consumers that, for several reasons, may not significantly occur 
among older or disabled Americans. First, these Americans typically live on less income 
than they did when employed, and thus most have already ‘traded down" or substituted 
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where possible to save money, such as purchasing generic instead of name-brand drugs. 
Second, older Americans tend to spend more of their income on expenses for which little 
or no substitution is available. Healthcare expenses (including drugs), housing, and 
utilities make up a substantial portion of an older or disabled person's spending. For 
expenses like these, the only option may be going without; no further substitutions are 
possible without significantly diminishing the ability of a retiree to maintain a decent 
standard of living. Reducing annual COLAs under the premise that older and disabled 
Americans can make these further substitutions will only undermine their ability to maintain 
their already modest standard of living - defeating the purpose of ensuring that the value 
of Social Security benefits are not eroded by inflation. 

tf accuracy is the goal, as some have argued to justify the adoption of chained CPI, 
then the first step should be to properly calculate the market basket of goods that are 
purchased by retirees and the disabled. The Bureau of Labor Statistics constructed an 
experimental index (the CPI-E) that better reflects the consumption patterns of people age 
62 and over. Not surprisingly, this index shows that the rate of inflation for those 62 and 
over has been higher than the rate measured by the CPI-W in most years. 

The Inaccuracy of moving to a chained CPI, and its true impact on beneficiaries 
should therefore not simply be measured by the size of the cut relative to the CPI-W, but to 
the more accurate CPI-E. The Social Security Administration has estimated that the 
difference in growth between the CPI-E and the chained CPI could be as much as one half 
a percentage point each year. (See table below.) 


Benefit Levels by Age Using Different Indexes 
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Source AARP Public Policy Institute 
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AARP believes that to the extent Congress is searching for a more accurate 
measure of inflation for annual COLAs, Congress should adopt a measure that accounts 
for the spending patterns of older Americans. The chained CPI fails this test and would 
further underreport the inflation experienced by retirees and the disabled and thus erode 
their standard of living. 

The Chained CPI is a Significant BeneTit Cut 

Although many have attempted to characterize the chained CPI as a minor tweak, it 
is in fact a significant benefit cut that snowballs over time. The adoption of chained CPI 
would take approximately $340 billion dollars out of the pockets of current and near 
retirees, working families, veterans and the disabled, as well as the local economies in 
which they live, in the next 10 years alone. Specific to Social Security, the chained CPI 
cuts benefits by $127 billion over the next 10 years. 

Initially, the 0.3 percent annual cut in Social Security COLAs exacted by a chained 
CPI may look small, but it compounds over time The greatest impact of the COLA cut will 
be on those who receive benefits over a long period of time; the oldest retires and the 
long-term disabled. According to the National Women's Law Center, “(f)or an individual 
who receives a monthly benefit of $1,100 per month at age 65, the chained CPI would 
reduce benefits by $56 per month ($672 annually) at age 80." which is equivalent to losing 
one week's worth of food each month. ^ The chained CPI would cut one full month's 
income each year from a 92-year-old beneficiary's annual Social Security benefits 

AARP is greatly concerned that the oldest can least afford a COLA cut as reliance 
on Social Security as a source of guaranteed income only Increases as people age 
Americans in their 80s and 90s generally have less income, fewer financial assets, and are 
more dependent on Social Security than younger beneficiaries. They also face increasing 
out-of-pocket medical costs and are at greatest risk of poverty 

The impact of chained CPI would also disproportionately hurt women and the poor 
Women tend to live longer than men and make up a larger share of the population as it 
ages. Because of their longer life expectancies, women would be subject to the 
compounding cuts of chained CPI for longer. Women also tend to have lower incomes, 
are more dependent on Social Security, and are more at risk of falling into poverty The 
chained CPI will also cut living standards most deeply for the poorest households, who 
lend to rely on Social Security for all or most of their income. 

Moreover, the chained CPI would cut the benefits of more than 3.2 million disabled 
veterans in this country and another 2 million military retirees. Under the chained CPI, 
permanently disabled veterans who started receiving disability benefits at age 30 would 
see their benefits cut by more than $1 ,400 a year at age 45, $2,300 a year at age 55 and 
$3,200 a year at age 65. 


' National Women's Law Center, Switching to the Chained CPI Means Painful Cuts to Social Secunty 

Benehls - Especially for Women 2 (Oct. 2012). available at 

http //WWW nwlc org/sites/delault/files/pdfs/socialsecuntychainedcpiupdale.pdt. 
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Finally, low- to moderate-income households will also get a sizable tax increase 
thanks lo the chained CPI by reducing the annual adjustment made to many parameters in 
the tax code Over 10 years, chained CPI results in a $123 billigri tax increase, the impact 
of which will be felt most by those of modest incomes. According to an analysis by the 
Joint Committee on Taxation, by 2021, taxpayers making between $10,000 and $20,000 
would see a 14.5 percent increase In their federal taxes under a chained CPI. 

President’s Mitigation Efforts Fall Short 

In recognition of the fact that chained CPI would significantly erode the standard of 
living for millions of retirees, the disabled, veterans and the poor, the President's FY2014 
Budget attempts to shield certain "vulnerable" populations from chained CPI’s harmful 
effects. The President proposes to provide a small 5 percent benefit bump-up phased in 
over 1 0 years from ages 76 to 85 and another bump from ages 95 to 1 04 He also 
proposes to mitigate for the very poor by exempting means-tested programs The 
President's mitigation proposals fail because they don't protect everyone who needs 
protection and even fail to adequately protect the very old and the very poor in some 
cases. 


The President’s mitigation proposals do not exempt those who receive Social 
Security retirement benefits. Instead, these beneficiaries are to receive two "bumps" In 
their benefits after enduring decades of diminished COLAs Vulnerable individuals would 
therefore see no help from the President’s proposals unless and until Ihey turn 76 
According to the Social Security Administration’s mortality tables, of the persons who 
reached age 62 and became eligible for Social Security retirement benefits, about three 
quarters would live long enough lo start to receive the first benefit bump-up that begins at 
age 76, but only about half would survive through age 85, the end of the ten-year phase-in 
of the benefit enhancement Only about 10% would still be alive at age 95 to begin the 
second 10-year benefit bump-up, and a negligible number of these beneficiaries would live 
out the second phase-in of the benefit enhancement, which finishes at age 104. Nor do the 
President’s mitigation proposals exempt those on Social Security disability. They too 
would have to endure years of COLAs that do not keep up with the inflation they 
experience before receiving minimal bonuses. 

Remarkably, the President’s mitigation proposals do not exempt veterans, both 
retired and disabled. Many veterans depend on monthly benefits from retirement or 
disability compensation, both of which receive annual COLAs that would be reduced by a 
switch to the chained CPI. And veterans are often eligible for these benefits at younger 
ages than for Social Security and could experience the compounded cuts to benefits over 
many decades. It is also important to note that over 9 million veterans receive both Social 
Security and veteran's benefits and would be hit by the chained CPI twice. 

As noted above, the President proposes to protect the vulnerable poor by 
exempting means tested programs. However, exempting means tested programs is not 
equivalent to exempting the poor For instance, millions of low-income retirees depend 
almost solely on their Social Security benefits but do not qualify for means tested programs 
like Supplemental Security Income (SSI), These individuals would not be protected by the 
President’s proposals. AARP is uncertain how many of these individuals might fall into 
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poverty as a result of the chained CPI. There are also low-income retirees who receive 
both SSI and Social Security, The Social Security portion of their income is not exempt 
from chained CPI Finally, AARP notes there is nothing in the President's mitigation 
proposals to protect low- to moderate-income households from the sizable tax increase 
they will face as a result of chained CPI 

The American People Overwhelmingly Oppose Chained CPI 

Older Americans truly understand that budgets matter and that we all need to live 
within our means But they also understand that budgets impact real people - federal 
programs can make meaningful differences in peoples' lives and help ensure that older 
and disabled Americans can live independently and with dignity as they age They also 
understand the difference between programs that have been contributed to and earned 
over the course of a lifetime of work and those that are not. 

In March 2013, AARP commissioned a national survey that examined older voters' 
opinions on a proposal to adopt a chained CPI to reduce the deficit. AARP’s survey also 
looked at how favorability would be affected towards Members of Congress who voted for 
such a proposal. 

• The poll found older voters are nearly unanimous in their belief that Social Security 
benefits should not be reduced for today's seniors, with 87 percent saying the issue 
IS "very important" to them (89 percent Democrat, 86 percent Republican, 88 
percent Independent). 

• Similarly lopsided margins of older voters believe that Social Security should be "off 
the table" in the current budget debate. Across party lines, a large majority of 50+ 
voters (84 percent) oppose reducing Social Security benefits in order to reduce the 
deficit (91 percent Democrat, 80 percent Republican, 78 percent Independent). In 
fact, 73 percent sfrong/y oppose. 

• 84 percent of older voters said that the future of the retirement security program 
should be considered separately and political affiliation made barely any difference 

• Of those surveyed, 70 percent said they oppose using a chained CPI for Social 
Security (75 percent Democrat, 63 percent Republican, 69 percent Independent) 

• And 78 percent said they oppose using a chained CPI for retired and disabled 
veterans' benefits. (80 percent Democrat, 72 percent Republican, 79 percent 
Independent). 

• In addition, 52 percent of those surveyed said they oppose using a chained CPI to 
adjust the tax code for inflation and 34 percent said they support that idea (13 
percent said they didn't know and 1 percent declined to answer) 

The older voters surveyed, who were split almost equally among Democrats, 
Republicans and Independents, also sounded a strong note for Capitol Hill lawmakers who 
might support a switch to the chained CPI. 
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• Two-thirds (66 percent) said they would have less favorable feelings toward their 

representative in Congress for voting in support of chained CPI (69 percent 

Democrat, 60 percent Republican, 67 percent Independent) 

These survey results align with the information AARP has been gathering from the 
public through our You've Earned a Say initiative over the past year, AARP members and 
older Americans recognize that Social Security did not cause our federal deficits and. 
therefore, the much-needed benefits of real, hardworking people should not be cut in order 
to remedy the deficit 

Social Security is Not a Deficit Driver 

Social Security benefits are financed through payroll contributions from employees 
and their employers, throughout an individual's working life. The payroll contributions and 
benefits paid, including any administrative costs, are accounted for separately from the 
rest of the federal budget. 

Further, by law. Social Security cannot pay out more in benefits (including 
administrative costs) than it has taken in over the life of the program That is. the program 
has no statutory authority to borrow to pay benefits Once the trust fund is exhausted. 
Social Security can only pay benefits to the extent it receives revenue from payroll 
contributions. As such. Social Security has not contributed to our large deficits 

To the contrary. Social Secunty has had cash surpluses each year for most of the 
past 30 years, taking in more revenue than it needed to pay in benefits These surpluses, 
generated by the payroll contributions made by the American people, have been borrowed 
to meet other expenses of the federal government In exchange, the federal government 
has issued Social Security Treasury bonds of equal value. That is, Social Security has 
reduced the past need for additional government borrowing from the public and resulted in 
a publicly held debt that is less today than what it otherwise would have been 

Social Security Deserves Its Own Conversation 

AARP believes that reducing the nation's deficit and restoring confidence in our 
budget is important, but we also understand that Social Security is vital to the economic 
security of older Americans and the disabled; it has a dedicated funding source, is a 
separate and self-financed program, and did not add to our federal deficit. Therefore. 
AARP believes that cuts to the program should not be made to reduce the deficit. 

According to the Social Security Taistees, even with no changes at all. Social 
Security has sufficient income from payroll contributions and assets in Treasury notes to 
pay 100 percent of promised benefits for the next 20 years, and can continue to pay 
approximately 76 percent of promised benefits thereafter. Social Security is therefore not 
in crisis, but the projected gap should be closed. 


AARP believes that the current Social Security funding shortfall should be 
addressed sooner rather than later so that the fundamental structure of the program can 



be retained and the protections it offers to almost all workers and their families can be 
protected and even enhanced However, any such changes to the Social Security system 
must be made within the proper framework of increasing the retirement security of real 
people and protecting current beneficiaries who have paid into the program during their 
working lives. The chained CPI does neither. 

In the face of declining pensions, shrinking savings, stagnating wages, and rising 
health costs, Social Security deserves its own national conversation that focuses on 
preserving and strengthening the retirement security of Americans and their families for 
generations to come. AARP welcomes that conversation and stands at the ready to 
engage with Congress, our members and other Americans on ways to strengthen Social 
Security now and in the future 

Conclusion 

The promise of Social Security has endured for over 75 years. If is a promise that 
AARP believes embodies our deepest values as Americans - our obligations to one 
another - our obligations between generations - between parents and children - between 
grandparents and grandchildren - betvi/een those in retirement and those at work - 
between the able-bodied and the disabled And AARP firmly believes that this promise 
must continue to endure as Social Security will continue to play a critical role in the lives of 
future generations of Americans. 

Once again, AARP would like to thank Chairman Johnson and Ranking Member 
Becerra for the opportunity to share with our views on the important role Social Security 
plays, and will play, In the lives of both current and future generations of Americans. We 
look forward to working with you and the other members of this Committee to ensure that 
any changes to Social Security are done in a way consistent with the needs and wants of 
the American people. 
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Low^ncome Families and Individuals and Refundable Tax Credits 

Introduction 

The Earned Income Tax (Tedit (EIT(’.) and the ('hiid Tax (Tedit (('TC!) encouraj^e and 
reward work b]’ parentis. New and exciting research finds that these credits also improve the 
educational pcrfoi*mancc, future work effort, and iicalth outcomes of children in these families. 
Below wc describe tliis empirical research and rccomincnd furtlicr improvements to tlic EirC and 
tile Ciiild Tax Credit (CfC). Specifically, we recommend: 

1) Making permanent the recently extended improvements to the EITC and CTC, such as 
marriage penalty relief. 

2) Filling a longstanding gap in the FTTC by strcngtlicning the credit for childless workers 
so that, for example, more single men arc pulled into the formal job miirket and, among 
other benefits, improve their marriageability. 

.3) Adopting several simplification and compliance measures to reduce errors. 

Research Overview 

About 27.5 million working families xvifh low and moderate incomes, most of whom are raising 
children, received the Earned Income Tax Credit (RTTC) in 2010 to reduce their taxes and 
supplement their earnings.^ Studies have found that the EITC encourages work and boosts 
children’s acliievement in school. Resejuch iilso su^ests that the El'l’C may improve infimt health 
and that the improved school performance of children w’hose families receive the EITC translates 
into increased earnings and work hours w'hen they are adults. The (ihild Tax (Tedif (CT(i), designed 
to help offset the cost of reusing children, also plays an important role in helping low-income 
working families. (Because the RTTC has been in place for a longer period of time, most of the 
research is focused on tine HlTC though the same Icssom likely apply to the Cl C, which also phases 
in as earnings increase.) 


^ In 20 1 0, lliK most recent year for whicli data are available, EITC filers with qualifying cliiidren receiv-ed about 97 
percent of EITC benefits. Tlie other 3 percent went to poor workers not raising minor children, some of whom can 
c|iiaiify for a small chililless workers' EITC. IRS, Statistics of Income Division. 
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Encouraging work. To qualify for die EITC and the low-income component of the CTC, a 
person must have a job. Numerous studies have found that the EITC promotes work. “[Tjhe 
overwhelming tinding of the empirical literature is that Eri'C has been especially successful at 
encouraging the employment of single parents, especially mothers,” write economists Nada Eissa of 
Georgetown University and I Hlary ! loynes of the University of California, Davis." In fact, while 
policymakers otten point to the 1996 welfare law’s creation of 'I'emporary Assistance for Needy 
Families (TANF) as a primary:' reason for increased work among single mothers, the research 
indicates that the EITC expansion had an ev^en larger effect than the welfare law in producing these 
gains.’ 



Increase in employment of female heads of households 
in 1999 due to changes since 1993 

500,000 — 



EITC Welfare labor Market 
Expansions Changes Factors 

Source; CBPP analysis of results from Jeffrey Grower, “The 
Effects of Time Limits, the EITC, and Other Policy Changes on 
Welfare Use. Work, and Income among Female-Head Families,” 
Review of Economics and Statistics, May 2003 and data from 
March 1999 Current Population Sun/ey. 

Note: Categories from the Grogger study were combined for 
simplicity. TT»e categories “time limits,’ ‘other reforms," and 
"maximum benefits" were combined into the category ‘welfare 
changes.’ The categories “minimum wage" and “unemployment 
rate” were combined into Uie category “labor market fectors.” 


Improving children’s school performance and health. A robust set of resetuxh — including 
studies that feature experimental dcsigits and evaluations that use large samples from the general 
population with a robust set of statistical controls — finds that increasing children’s incomes, 


- Xada Rissa and Hilaiy Hoynes, “Behavioral Responses to Taxes: I.essons from the R7TC and T.abor Supply,” October 
10, 2005, http: / / www.econ-ucdavis.cdu/bvor kin g pa pers./05-29.pdf . 

^ Jeffrey Grogger, “The Effects of Time Limits, the EITC, and Other Policy Changes on Welfare Use, Work, and 
Income among icmalc-iicad i'amilics,” Review of Liconomics and Statistics, May 2003. 
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particularly when tlicy arc young, has a positive impact on educational outcomes. In a review of 
several experimentiii studies, leading researdiers concluded that a credit worth about Ji3,000 (in 2005 
dollars) to a working parent during a child’s early years may boost that child’s acliicvcment by the 
equivalent of about two extra months of schooling." Other researchers andyzed data for grades 3-8 
from a large urban school district and the corresponding U.S. tax records for families in the district. 
Even under consen'afive assumptions they found that the additiomii family income from the EITCi 
and CTC leads to significant increases in students’ test scores. ’ 

In addition, recent studies suggest that the EITC may also include important health outcomes. 
Recent studies indicate that expectant inotiiers who receive the Eil'C are more likely to obthn 
prenatal care and give birth to healthier infants, and less likely to smoke and drink during 
pregnancy.^ 

Increasing children’s work effort and earnings as adults. Improving children’s educational 
outcomes improves their future empknanent outcomes. Researchers reviewing experimental studies 
estimate that raising a poor family’s income by $3,000 a year (a fairly typical amount for a family to 
receive from tlie El’l'C) between a cliild’s prenatal year and fifth birtliday is associated with a 17 
percent increase in earnings in adulthood, and an additional 135 hours of work per year, compared 
to similar ciiildren whose families do not receive this increase ui Income. 


■* Duncan and Magiiuson, “I'he Long Reach of Early Childhood Poverty,” Winter 2011, wiiich is based on an antiiysis of 
srudies, including those cited here, of the impact of early-childhood poverU'. 

^ CiietW Friedman, and Rockoff 201 1. 

^ Kevin Faker, ‘‘Do Cash Transfer Programs Improve Infant Health: F.vtdence from the 199.1 F.xpansinn of rite Famed 
Income I'ax Credit,” Universiw of Notre Dame mimeo, 2008, http:/ /econo mic s.nd.edu/ as s ets /' 2 4011 / bake r p aper.pdt; 

Kate W . btruliv, David H. Rehkopt. and Ziming Xuan, “Effects of Prenatal PoverW on Infant Health: State Earned 
Income Tax Credits and Birth W eight.'K-4wc/%'tf» Sodolo^cal Reidew (August 2010), 1—29, 

hi Ip _ a p \' _i workshops / 20 11 /p.ir'acipa nt s/ pa pers/ 15 -Sir ully-pdf; Wiiliimi N. Evans and Craig 

CTaithwailc. CTivmii Mom a Break: The Impact of lEghcr EITC Payments on Malernai Health,” May 201 1, 
iif-p ^ kt l( yc I" liihv esci rn rd n/fa c uItv/|sartliwaitc/hrm/Eri'C Health Final Dr a ft.pdt; 1 liiar}' W. Hoyncs, 

Douglas I,. Miller, and David Simon, Mneome, The Earned Income Tax Credit, and Infant Health.” NBRR W'orking 
Paper No. 1 821J6, |ulv 2<J 12, http: /y wvn.v.nber.org/s-)apers/wl 8206. 

" The S3, 000 tlgure is in 2005 dollars, equivalent to approximately S3,530 in 2012. Greg |. Duncim, Katlileen M. Ziol- 
Guest, and Ariel Kalil, “Early-Childhood Poverty and Adult Attainment, Behavior, and Health,” ChiM Development. 
(January /Febru'.ir) 2010), pp. 306-32o. 
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Eire Income for Poor Children Linked to More 
Work Hours and Higher Earnings Later in Life 


The change in annual adult work hours associated with a 
sustained $3,000 increase in income to children in working-poor 
families before age 6. 


+135 

working hours 



I For each $3,000 a year in ...their working hours increase 

I added EITC income that by 135 hours a year between 

i children in a working- the ages of25 and 37, and 

I poor family receive their annual earnings increase 

I before age 6 ... by 17%. 


1 Source: Source: GregJ. Duncan, Kathleen M. Ziol-Guest, and Ariel Kaiil, ‘"Early- 
t Childhood Poverty and Adult Attainment, Behavior, and Health," Child 
j Development, January/February 2010, pp. 306-325 


Reducing poverty. 'I hc Hri'C and the CTC lifted 9.4 million people — including 4.9 million 
children — above the poverty line in 2011, based on the Census Bureau’s Supplemental Povern* 
Measure, a broad measure of poverty that counts reftiiidable tax credit payments as income (and 
subtracts income and paiToIl taxes).^ The improvements to these credits enacted in 2009 lifted an 
estimated 1.5 million of those people abt>ve the povernr line. 


^ The Supplemental Poverty Measure is based largely on the 1 995 National Academy of Sciences recommendations for 
poveviy measuremeni, wil.h amendmenls reflecling more recent, research and ihe recommendaiions of ihe Interagency 
Technical Working Group on Developing a Suppiemenlal Poverty Measure. For a detailed description of ihe SPM, see 
KafVileen Short, “The Research Suppicmcnial Poverty Mea.sure: 201 1/’ Ilniled Slates Census Bureau, November 20!2, 
hTrp;,y'''WTXTV’.census.gov/hhes/povineas/methodology/supp!e!'nentai/research/ Short_Re.searchSPM20l t.pdf 

^ The improvemenl.s enacled in 2009 were extended at ihe si art ol 2013. They are now scheduled lo expire at the end of 
2017. 
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Persons fifted above the ^verty fine {uai^ tte Supplemeitia! Poverty Measure) by the 
EfTCand the ac 2011 


10 million 


p.2009iiriprovefnents | 
Pre-2009 Improvements J 



All Persons 


Children 


Note; Unlike the Census Bureau’s official poverty measure, the SPM poverty 
measure counts the effect of government benefit prog-ams and tax credits. 
Source: CBPP analysis of Census Bureau s March 2012 Current Pooulation 
Sun/ey 


Supporting low-wage workers. The minimum wage has eroded substantiiiliy, with the real value 
of the minimum wage falling 21 percent since its peak value in 1968/''* and the share of good jol)s 
appears to be disappearing for lower educated workers.*' These trends underscore the importance of 
the EITC and CJTC as policies that parti^illy offset the decline in the real minimum wage and boost 
the after-nix income of lower-sldlied workers. 


CBPP analysis of data from the U.S. Department of Labor, Wage and Hour Division, Bureau of Labor Statistics 
(htt p://v^:^^v,dol■Qov/whd/nlln\vaQc/ c ha rt.htm) . 

L rban Institute economist Harr)* Holzer and coauthors from the National Science Foundation, the L niversity of 
Chicago, and the L .S. Ireasun* Department concluded that over the long tenn, “good jobs are not disappearing tor 
everyone, but . . . they arc largely disappearing for Icss-cducatcd \i^rkcrs.” Harry I. llolzcr, |ulia 1. Lane, David B. 
Roscnblum, and Frcdrik Andersson, IP'^ere are Jill the Good jobs Going? (New York: Russell Sage Foundation, 2011), p. 17. 
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Providing a short-tenn safety net. Most EIT(' recipients claim the credit only temporarily, 
when a job dismpcion or other significant event reduces tlieir income. A recent study covering an 
IB-ycar period found that 61 percent of iiri'C recipients received the credit for only one or two 
years at a time.'^ A fortlicoming saidy finds that over time, El’l'C recipients as a whole pay more in 
federal income taxes than they receive in FJTC benefits. 


I'im Dowd and |oiin B. Horowitz, “Income Mobility and the Jiarned Income Tax Credit: Short-l'crm Safet}’ Net or 
Long-’rerm Income Support,'’ Public Finance (September 2011), pp. 619-652. 

Communications with Tim Dowd of die Joint Committee on Taxation andjolin B. Horowitz of Bali State. 
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Source: Tim Dowd and John 8 . Horowitz, "income Mobility and 
the Earned Income Tax Credit: Short-Term Safety Net or Long- 
Term Income Support''. 


Proposals 

The Earned Income Tax Credit and Child Tax Credit represent major pro-work and anti-poverty 
policy achievements. Unfinished policy work remains, however, 'i'he 2009 improvements to the 
Hl'l'C and C'i'C should be made permanent; the credit for workers without children should be 
strcngtlicncd, in part to help address low labor force participation rates among cliildlcss adiJts 
(particularly men); and proposals that simplify the credits and provide TRS with the authorit}" it 
needs to camp down on unqualified tax preparers should be adopted to reduce error rates. 

Each is explained in more detail below. Note diat while it is important to move forv^ard, it is 
essential diat any tax reform process not compromise the existing success of the EITC and CTC. 

‘i bis is whv both the Bowles-Simpson deficit-reduction plan and the Senate’s “Gang of Six” plan 
called for protecting these credits from cuts. Any tax reform process should provide the same 
protection. 


Making the 2009 Improvements Permanent 

The 2009 improvements reduced marriage penalties by increasing the amomit of income that 
married couples can earn and remain eligible for tlie RTTC; expanded the RTTC for families with 
three or more cliildrcn; and increased the support the Child Tax Credit provides to worldng-poor 
families by lowering die minimum earnings requirement. These improvements subscandally 
increased die anti-povert}- effects of the EITC and CTC. As shown in Figure 3, of the 9.4 million 
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people lifted out of povern- by the refundable credits, 1.5 million (including 800,000 children) were 
lifted out of poverty by the these provisions. 

If the liH'C improvements are not made perm/ment, substantial! numl)ers of low-income married 
couples will face larger marriage penalties, and many families, particularly tliosc witli tlircc or more 
children, will fall into, or deeper into, poverty. Altogether, Citi’/.ens for Tax Justice (CTJ) estimated 
that about 6.5 miliion working families, including 15.9 million children, would have lost some or all 
of their ElT(i in 2013 if the 2009 ElTCi improvements -were not in place for 2013.'^ 

Tf the improvements are nor extended, working^poor families will be ineligible for the CTC unless 
their earnings surpass about $14,700, starting in 2018 (the equivalent of $13,400 in 2013). A single 
mother with two children worldng full-time, year-round at the minimum wage of $7.25 hour — 
and earning $14,500 per year — will receive a $1,725 Child Tax Credit in 201 8 if the CTC 
improvement is made permanent. But if the improvement expires, she will receive nothing, since 
the minimum earnings threshold for the child tax credit will be about $200 above her earnings, 
i'liilure to extend the improvement would dso cut the C'l'C siibstantiiilly for low-income families 
with earnings modestly above the $14,700 threshold. Tf the CTC improvements had not been 
extended for 2013, CTJ projects that approximately 8.9 million working families, including 16.4 
million children, would have lost some or all of their Cl'C in 2013.'^ 


Strengthen the EITC for Childless Workers 

Although substantia] progress has been made in recent years to make work pay for families with 
children, the current EIT(i suffers from a glaring gap: low income working people who are not 
raising minor children receive little or nothing. The proven pro-work aspects of the EITC are not 
available for young people just starting our, including low-income young men, a group with 
disturbingly low labor-force participation. 

Childless workers under the age of 25 arc currently ineligible for the childless w'orkers’ EH'C. For 
eligible, workers berween the ages of 25 and 64, the average credit is $270, compared to an average 
credit of $2,790 for rax filers with children. The credit phases in at a rate of 7.65 cents on the dollar 
for the first $6,370 of earnings, then quickly phases out at the same rate, beginning at $7,970 — 
when earnings arc equivalent to just 55 percent of full-time minimum wage cartiings. 

(’hildless workers are the lone group that is taxed deeper into poverty by the federal tax system. 
Under current law, a childless adult working full time at the minimum wage ($14,500) receives no 
ETTC. Such an iridividual has a federal income and payToll tax burden of $2,669 in 201 3.^* A single 
childless adult with wages equal to die Census poverty line ($11,905 in 2013) faces a federal tax 
burden of $1,826 (including the employer share of the pay-roll tax). 


* ' CiiEcns lur Tax |usQcc, ‘’Tlic Dcbalc over Tax Cuts; It’s Not Just About the Rith,” Ti-iiy 19, 2012, 
http:/'/cci. ora .tyxif/refnndabiec re dirf-2 012 . pcif . 

Citizens for 'Tax justice 2012. 

This figure includes ixiih the employer and employee shares of payroll lax. 
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Federal income and payroll taxes paid by single individual 
with earnings at the poverty tine, 2013 



Source: CBPP calculations based on inflation-adjusted Census j 
poverty thresholds and 2013 tax law. i 


Providing a more adequate EITC to low-income workers who aren’t raising minor cliildren has 
several behavioral benefits beyotid raising these workers’ iticotncs. Karl Scholx, an economist and 
formerly 'Ircasury official who is one of the nation’s foremost Hl'l'C experts* recommends a more 
generous FJTC for young childless w-orkers as one policy to raise their employment rate, writing: 
“increasing the return to work for childless workers wHll lower unemployment rates and achieve the 
dual social benefits of reducing incarceration rates and increasing marriage rates.” ' ' Increasing tlic 
childless worker’s Kri'C will also help boost the income from work received by formerly 
incarcerated individuals who often face an inhospitable labor market upon re-entry. 

I'he primary design parameters include: 

• iiiigibilit}' age. 

• Phase-in and phase-out rates. 

• The level of income at which die phase-in ends (i.e. kink point #1) and the level o± income 
at which the phase-out begins (i.e. kink point #2). 

• The maximum benefit (equal to the phase-in rate multiplied by kink point #1). 

Wc recommend lowering the eligibility age to 21, increasing the phasc-in and piiasc-out rates to 
1.S.3 percent, and moving the first kink point to $8,820 in 2014, raising the maximum credit ro about 
$1,.350. We discuss each in turn: 

Age of Eligibility 


‘ John iKurl Schol/. "F.mplo\ menl-Based Tiix Credits for I-ow-Skilled Workers,” The Hamillon Project., December 
200'^, hUp :/ / www.hamilionproiccL.or e /papcrs/ cmplovmcnt-uascd Lax exedits lor lovv’-ykil.U'd v, orkc r?>,'' 
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(Airrenfiy, workers under age 2d are ineligible for rhe childless workers’ EITCi. We recommend 
that this age floor be lowered to 21, with a student- related exception as discussed below. 

Less educated young people, particularly African American men, face a myriad of challenges, 
including: 

• 1 (md falJlng labor foire paitidpathfj rates. Tn 2012, the labor participation rate of men aged 20 to 
24 was 13.7 percentage points lower than the labor participation rate for men aged 25 to 54. 

Not only is the labor participation rate of young men low, but it has fallen and continues to fall. 
L'rom 2001 to 201 1, the labor-force participation rate of men aged 20 to 24 fell 6.8 percentage 
points, while the labor force participation rate of men aged 25 and 54 fell b}- 2.6 percentage 
points. Since 2009, the dlflerencc between the labor-force participation rates of prime-aged 
men (25-54) and younger men (20-24) has exceeded its previous historical peak in 1968. 

• Hlgber involvement in the criminal justice system. The above figures understate the decline in 
employment among \’Oung men, since these numbers only consider the civilian population. 
Young men disproportionately interact with the criminal jus dee system, rekidve to their older 
peers. According to a recent Justice Department report, 18 ptercent of men between the ages of 
20 and 24 were arrested in 2009. This percentage has increased since the 1980s. 

Ciongress placed the eligibilit}^ age at 25 when estaldishing the EITCi for childless workers in 1993 
to avoid giving large numbers of students from middle-class families access to tlic LITC. But as a 
result, many low-income workers who are not students are denied the EITCi, and the opportunity' to 
influence employnnent decisions at the start of the careers of low-income individuals who are not 
attending college (or are doing so part-time while they' work) is lost 

Moreover, at the time that the childless workers’ EITCi created in 1993, there was no ready way* to 
identiA students, who are likelv to depend primarily- on their parents for support. Tn 1998, however, 
Form 1098-T was created to allow taxpay'ers and the IRS to verity* eligiliility' for the Hope 
Scholarship and T.ifctimc Learning credits. This form could be used to identify low-income workers 
under age 25 who are students at least half time, enabling the EITCi to be targeted to low-wage 
workers who are not students at least half time. 

We recommend that the age floor be lowered to 21, with the cxcepition that childless workers 
beKveen the ages of 21 and 24 who are tull-time students would remain inehgible. 


Phase-in and Phase-out Rates 

As discussed alxwe, the current EITCi for childless workers phases in at just 7.65 percent (and 
phases out at tlic same rate), 'lliis means that it offsets just half of an eligible person’s payroll tax 
burden. 'Lhis is why a number of previous proposals — including proposals from former Senator 
John Kerry- and Rep. Charles Rangel — would have doubled the phase-in rate for the childless 
workers’ EITCi to 15.3 percent. We strongly' recommend raising the credit rate to 15.3 percent to 


Howard N. Snyder, “Arrest in the L'nited States, 1980-2009," i3nreau of Justice Statistics, Department of lustice, 
Sep(em!)er 22, 201 1 , ]nin:/'/vv'\v\v.b|s.yc>v/'conienl /'puh/ndi/aus8()09. pdi 
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offset pa^Toll tax burdens fully and, in particular, to make the credit larger so tliat if has a more 
powerful effect in inducing people to enter the work force (as well as in reducing the extent to udiich 
single workers are taxed into, or deeper into, povert)'). We also suggest raising the phase-out rate 
(for budget reasons) also to the same 1 5.3 percent. 

Kink Points 

'I he first kink point Is the level of earnings at which the phasc-in ends. The ftrst kink point times 
the phase-in rate determines flic maximum credit. For example, under current law, the first kink 
point in 2014 would be $6,460. The second kink point is die income level at which the credit begins 
to phase-out. It represents the highest income amount at which an cligilile person receives the 
maximum credit. AH eligible people earning amounts between the Idnk points — commonly 
referred to as the “plateau” — receive the maximum credit. Beyond the plateau (i.c. beyond the 
second kink point), people receive a smaller credit and eventually no credit. 

The phase-out rate is how quickly the credit is reduced for people earning more than the 
second kink point. In an ide<U world, the credit would not phase out. Such a design would reduce 
adverse marginal tax rate effects and potential unfavorable work disincentives, 'fhis feature, 
however, would be prohibitively expensive. Moreover, giv'cn that the most powerful labor 
participation effects are around the “to work” vs. “not to work” decision, it is more important to 
focus budget resources on the phase-in and maximum credit than on the phase-out. 

We recommend putting a priority on raising the first kink point. Specifically, we propose to 
niise it to $8,820 in 2014 — raising the maximum credit to about $1,350. For the second kink point, 
we suggest simply keeping the length of the plateau the same as it is under current law, which would 
put it at $10,425 in 2014. 


' ,y. " .Figiffes . ' r 
The Value of the EITC 2014 
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Table 1: Options for Expanding the EITC for Childless Workers in 2014 

Parameters 

Current Law 

Recommendation 

Earned Income Base Amount 

$6,460 

$8,820 

Credit Percentage 

7.65% 

15.30% 

Max Credit • 'j ' ’ 

$494 

$1,350 

Begin Phaseout 

$8,080 

$10,425 

Phaseout Percentage & 

7.65% 

15.30% 

End Phaseout 

$14,540 

$19,245 

Rough lO-yeat 


$76 

Note: Our rough estimate of the 10-year costs of the EITC under current law is $17 billion 


Table 2: Value of the EITC for Single Childless Individuals, 2014 


Current 


Income 


Notes 

At current minimum wage, 1,000 
hours of work a year (part-time) 

Poverty Line 
- ■ • . ■ , . At 1,500 hours of work per 

^ $9 rnFntmum wage in 20J5.*‘,|^tebf ^ ; 

$13,224 full-time) fe' 

2,000 hours (full-time) of work at 
current minimum wage 
($7. 25/hour) 

^ 2,000 hours of work per year (full- 

at a $9 miru'rnum wage in 
$17,6^2 201S* 


$7,250 

$12,127 


$14,500 


Law Recommendation | 

$494 

$1,109 

$185 

$1,089 

$101 

$921 

$3 

$726 

$0 t4. 

$247 


Note: A $9 2015 minimum wage is $8.82 in 2014 dollars 


Simplification and Improving Compliance 

Tn addition to making the recently extended improvements permanent and strcngtltcning the 
EITCi for workers who are not raising children, we also recommend adopting a series of 
simplificatioti and compliance measures to reduce errors, including errors made by tax preparers 
who are not property trtiined. Most of these simplification measures were proposed by^ George W. 
hush’s Treasury^ Department and included in several hush budgets. 

Simplification is central to any?- strategy' to shrink FJTC errors. Treasury anatysts have estimated 
that the number of tax returns cither claiming the EITC in error or claiming too large an EITC fell 
by^ approximatety 13 percent folio-wing implementation <>f a pack;ige of ElTCi simplification 
measures enacted in 2001.’'^ Treasury followed that up by proposing additioiiid. simplifications to tlic 

U.S. Deparlmenf of I he Treasury, “Performance and Accounlalnliiy Report, Fiscal Year 2009,” App. B, p. 219. 
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Eric to reduce errors; tiiese simplifications were included in several of President Bush’s budgets 
between 2004 and 2008. (iongress did not act on these proposals, but they continue to have strong 
merit. These proposals, which we iiighly recommend (and which have a modest cost), include the 
following: 

• Simplifying ibc n4k governing hmrpatm/s who are separated can claim the LilTC. Normally, married 
couples must tile joint returns to claim the JilTC, but for obvious reasons, separated parents 
often flic their own returns. Tn such a case, a complex mic governs whether the custodial 
parent may claim the lilTC if she files a separate return, h'or her to do so, she and her spouse 
must have lived apart for more than six months of the tax year, and she must have lived with 
the qualifying child For more than six months of the year; this part of the rule is straightforward. 
But she also must he able to claim head-ot-househoid filing status, and to do so, a parent must 
meet TRS’ “household maintenance” rest. Tliis test is very complicated, hard to apply, and 
poorh^ understood. As a result, numerous errors result, with low-income working mothers 
who are separated but not yet divorced mistakenly cliiiming head-of-household status and the 
RTTC. 


Because low-incomc parents who separate may take a long dme to obtain divorces (or court 
decrees of separate maintenance) — especially if they have difficulty affording the legal 
expenses — such errors can continue for a numl)er of years. The proposd that the Bush 
Administration advanced would simplify these requirements by permitting a separated parent 
who lives vdth her qualifying child for more than six months of the year — and lives apart from 
her spouse for at least the final six months of the year — to claim the liirC without having to 
meet the complex hcad-of-houschold filing test. I'hc National 'I'axpaycr Advocate recently 
made a recommendation to (longress^* that builds on and improves upon the earlier Treasury 
proposal, by also removing the hcad-of-houschold test when married couples arc (1) living apart 
on the last day of die rax year and (2) have negotiated a written, legally binding separation 
agreement by the end of that year. In other words, the custodial parent would i)e able to file as 
unmarried and claim the F.TTC, if otherwise eligible, if the otlicr spouse were absent from the 
home For the iast six months of the year orif the. couple were living apart and had a legal 
separation agreement [)y the end of the year. 

(A separation agreement is used to divide any property’- and debts that either spouse has 
incurred, as well as provide for custody, visitation, iuid support of any minor cluldren of the 
relationship. Separation agreements arc used by separated couples looking to settle property and 
custody prior to a divorce judgment. The agreement is accomplished outside of court. 

Properly drawn and notarized, it is considered legally binding. It docs not entail the expense of 
going to court to reach agreement on these matters and obta.ining a divorce, which couples may 
be unable to afford and may delay for considerable periods.) 

This simplification should lead to a significant reduction in EIT(i errors. 


Among olhci things, ihc household mainlcnancc Icsl requires Hlers to show lhal they pay more than half of household 
expenses from their own income and requires them not to count child support payments and public program benefits as 
parr of thar income even though such payanenfs or benefits are commonly used for household expenses. 

Taxpayer Advocale Sendee, “2012 Annual Report to Congress, Vol. 7,” pp. 513-520 
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• ^Allowing filers rrho live ivilh a qualifying child bttl do no/ claim ihe child for any lax henefil lo clam ihe smaller 
EITCl for workers not raising a child. Sometimes either of two adults who live in the same 
household with a child may qualify to claim the child for the F.TTC. This can occur, for 
example, when a mother, aunt, and child live together; the aunt mai^ be eligible to claim the 
cliild for the EITC if the mother does not. If the mother does claim the EITC for the cliild, 
however, current rules pwhibiL the aunt from claiming the smtiller EITCi for very poor workers 
who are nor raising a minor child even if she otherwise qualifies. The Bush Treasury proposal 
would address this inequity by removing the disqualification that applies to the aunt in such a 
case. This proposal would reduce errors; under current rules, the aunt may mistakenly assume 
she can claim the EITC for childless workers, since she is not cimming a quiilifying child for the 
EITC. If she ckiims the childless workers'* EITC, howev’^er, an error is Stiid to occur. 

• Eliminating the EITC investment income test. Under current law, iow-incomc filers arc ineligible tor 
the EITC if they have investment income such as interest, dividends, capital gains, rent or 
royalties that exceeds S3,3Db a year (in 201 3). Ven’’ few EITC claimants have investmen r 
income above this level. 1 iowever, KITC claimatits in general must navigate their way through 
complex instructions to determine whether they have income that would be defined as 
investment income for EITC purposes. The 14-line IRS worksheet necessan- to meet this 
requirement refers to ten separate lines on Form 1040 and to four separate schedules. 

‘ihe investment income test also creates a “cliff,” sijicc a worker with investment income of 
$3,300 is cligilDlc to claim the full EITC wliilc a worker with investmetu income of $3,301 is 
unable to claim any EITC. In addition, the rest discourages savings among low- and moderate- 
income families. Although not as crucial as the two aforcmcntioticd simplifications, 4'reasury 
earlier proposed to remove this test, which would simplify rax filing and reduce errors. 

rinaiiy, we recommend that the Congress, if needed as discussed below, pass legislation to ensure 
that the IRS’s commercial tax preparer initiative moves forward: 

IRS vegHlation of commercial lax pntparers. Two years into IRS implementation of a new initiative to 
regulate commercid tax preparers, a January 2013 decision by the U.S. District Court of the District 
of Columbia has shackled this important fax compliance effort l>y ruling that IRS does not have 
statutory authority for the regulatory mechanism it developed. Several hundred thousand 
commercial preparers, most previously under no recjuirements of competency to file tax remrns on 
behalf of taxpayers, had aircady been brought in under the requirement to obtain Preparer 'l ax 
Identification Numbers (PTINs) in order to be permitted to prepare find file tax returns for 
individual taxpayers. Furtber requirements for these preparers to pass a tax law competency test and 
certify completion of continuing cducatioJi courses to update tax law knowledge were phasing in, to 
take full effect for the 2014 tax filing season. 

'fhe IRS has sen’ed notice of its intent to appeal the District Court decision. However, if the IRS is 
utisucccssful upon appeal, it is important that Congress pass legislation authorixing the regulatory 
approach adopted by the IRS. 'Ihis effort is a cornerstone of IRS tax compliance cffrjrts. It is 
particularly vital to efforts to control El’I'C and Cl'C overpayments, since a large majority of tax 
credit claitns arc filed by commercial preparers, most of whom do not tall under CPA or Enrolled 
Agent requirements to demonstrate competency^ Investigations by GAO and TTGTA have earlier 
documented commercial preparer ignorance or deliberate flouting of ehgibdity rules for refundable 
credits, 'i’hc regulations, proposed by IRS in 2009, met with broad approval from tax professional 
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organizations, low-incotnc taxpayer advocates and within the tax preparation community. As TRS 
stared when announcing the new approach in 2009, “...registration will make it easier for the IRS to 
locate and review the returns prepared by' a tax return preparer when instances of misconduct are 
detected.”"^ 

The regulations developed by^ the IRS closely' foliou' recommendations that have been made by^ the 
National 'laxpaycr Advocate consistently since 2002, and which previously passed the Senate in 
2004 as part of the l ax Administration Good Govermnent Act.^’ 


“ Tnlernal Revenue Ser\ice, "Rel.urn Prepufer Revaew,” December 2009, p. 33, www-irs.^ov/pub/irs-pdi /p4832.p(if 

Nalioniil Taxpayer Advocate, 2002 Report to Congress,” wwvv.irs.gov/ pub/ irs-ud'' are200 2 sectio n one. pdf , pp 

69-73 and “2003 Annua! Rep<jrl lo Congress, “ p. 270, \yvi'w.irH.goy/^pub_A_r-‘’-i-i!.l/nlii_20-03_annuai_Lipdale_nievv_i -1 5- 
042.pdf 
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The Consortium for Citizens with Disabilities (CCD) is a working coalition of national 
organizations working together to advocate for national public policy that ensures the self- 
determination. independence, empowerment, integration and inclusion of the 57 million children 
and adults with disabilities in all aspects of society. The undersigned members of CCD submit 
this Statement for the Record of the April 1 1, 2013 House Ways and Means Social Security 
Subcommittee hearing on the President’s and Other Bipartisan Entitlement Reform Proposals 

The undersigned organizations strongly oppose the use of the chained Consumer Price Index for 
All Urban Consumers (“chained CPl-U”) to determine the Social Security cost-of-living 
adjustment (COLA), We also strongly oppose using the chained CPl-U to determine COLAs for 
other benefit programs such as veterans’ benefits, to calculate the federal poverty guidelines, and 
for other vital anti-poverty programs including the Earned Income Tax Credit. 

We support thoughtful efforts to strengthen the Social Security system’s long-term financing but 
changes to the programs should not be made in the context of deficit reduction, and should 
ensure a benefit formula that provides adequate protection against inflation and does not push 
more people into poverty. Tlie Social Security sy.slem is a vital part of our social insurance safety 
net and protects some of the poorest and most vulnerable Americans. Careful consideration 
should be given to tire potential impact on seniors and people with disabilities before making any 
changes to such critical programs. 

The Chaiiied CPI-U and People with Disabilities 

Although some might describe use of tlte chained CPl-U as a mere technical change, it would 
likely have dramatic impacts on current and future Social Security and Supplemental Security 
Income (SSO beneficiaries. In fact, as noted by the Congressional Budget Office, the impact 
of the chained CPl-U “would be especially large for some disabled beneficiaries; tlicy 
generally become eligible for Social Security benefits before age 62 and thus can receive 
COLAs for a longer period of time."’ As discussed below, many beneficiaries with 


' Testimony of Jelfrey Kling, Congressional Budget Office. Apnl 3 8. 2033. tieforc Ihe Commitiee on Ways and 
Means Social Securily .Suheonnnillce. on "tlsiag lire Ctiained CPI lo Index -Social Scciinty. Oilier federal Programs 


2 
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disabilities rely on Social Security or SSI for most or all of their income. Additionally, like 
many seniors, people with disabilities often spend a disproportionate amount of their 
monthly budget on out-of-pocket medical expenses and on housing. Most beneficiaries 
with disabilities have already economized as much as possible and have little room in their 
budgets to make additional substitutions as envisioned under the chained CPI-U 

For a Social Security beneficiary receiving the average 2012 Disability Insurance benefit, tite 
chained CPl-U would tesull in benefit cuts of about $247 per year (2.6%) after 10 years, $720 
(5.4%) after 20 years, and SI ,084 per year (8.13%) after 30 years. These cuts could be 
devastating and force people to make terrible life and death choices betrveen paying for a 
prescription or buying food. 

In addition, using the chained CPl-U to calculate the Social Security COLA would result in a 
significant, two-part cut in SSI benefits Unlike Social Security, where initial benefits are 
based on a worker’s wage history, the SSI initial paynrent levels are based on a federal 
benefit rate that is adjusted using the CPl-W. Using the chained CPl-U, tlie SSI initial 
payment levels would grow at a lower rale, meaning that a person’s benefits would be cut 
even prior to application - and then would be cut a second time through lower cost-of-living 
adjustments. 

Using the chained CPl-U to calculate the Social Security COLA would also result in a 
significant benefit cut for the Military Retirement and Veterans’ Pension Benefit Programs, 
which by law receive a COLA based on the Social Security COLA. Finally, it would likely 
impact Veterans' Disability Compensation, which receives a COLA enacted each year by 
Congress that typically provides an adjustment equal to the Social Security COLA. 

Furthermore, if applied government-wide, the chained CPl-U would alTect many other 
programs that are vital to people with disabilities. For example, income eligibility standards 
for many parts of Medicaid, for the Supplemental Nutrition Assistance Program (SNAP; 
fonnerly known as the food stamp program), and for over 30 vital anti-poverty programs are 
based on die federal poverty guidelines. Applying the chained CPl-U to the federal poverty 
guidelines would likely result in fewer adults and children with disabilities qualifying for 
Medicaid, SNAP, and essential programs such as the Child Nutrition Programs, Head Start, 
and the Low-Income Home Energy Assistance Program (LIHEAP). 

The Administration’s FY 2014 Budget Proposal 

As noted earlier, we support thoughtful efforts to strengthen the Social Security system's long- 
term financing but believe changes should nut be made in the context of deficit reduction. 

The Administration’s FY 2014 budget proposal includes provisions intended to soften the impact 
of the chained CPl-U. but the fact tliat so many protections are being considered higliliglits die 
reality that the chained CPl-U is not the right policy for Social Security. The proposed 
protections are well-meaning, but inadequate to address the needs of extremely vulnerable 
beneficiaries. For example, switching to chained CPl-U in FY 20 1 5 would mean that the 
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spending capacity of Social Security disability beneficiaries would fall even further behind 
annual increases in health-care and related costs that disproportionately impact people with 
disabilities. Yet. the proposed ''benefit enhancement" would provide no relief for 1 5 years, and 
would not be fully realized for another 1 0 years. Additionally, some beneficiaries with severe, 
lifelong disabilities can begin receiving Social Security as young as age 1 8. Under the 
■Administration’s proposal, such beneficiaries with disabilities would receive two benefit 
adjustments at 15 and 25 years - but would have no protection from the chained CPI-U after thal 

The Importance of Preserving Social Security, SSI, and other Vjtal Programs for People 
with Disabilities 

Millions of people with disabilities and their families rely on the Social Security Old-Age. 
Survivors, and Disability Insurance programs; SSI; Veterans’ Disability Compensation; and 
other programs that would be affected by the chained CPI-U to meet their basic needs. The 
undersigned groups strongly support taking steps to achieve the long-term financial solvency 
of Social Security. We understand dial it is vitally impoilant to lake steps to strengthen die 
long-lcmr financing of the Social Security system so diat it can continue to provide the critical 
income suppon on which many of the most vulnerable members of our society depend. 

Social Security benefits, however, arc already very modest and should not be cut In 
February, 2013 the average Disability Insurance benefit fora disabled worker was about 
$1,130 - just over the federal poverty line - and the average SSI benefit was just S526 
per month - about half the federal poverty level for a single person, and just S 1 7.53 per 
day. 

Social Security beneficiaries rely on these benefits for a significant portion of their income. 
Social Security disability benefits comprise more than 90 percent of the total income for almost 
half of non-institulionalized disabled workers, and more dian 75 percent of total income for the 
vast majority of disabled worker beneficiaries. Social Security benefits equal half or more of the 
total family income for about half of disabled worker beneficiaries, and over 57% of SSI 
beneficiaries have no other source of income. Poverty rates among disabled worker beneficiaries 
are twice as high as for other Social Security beneficiaries but would be even higher if not for 
Social Security Disability Insurance benefits. 

The same is mie for beneficiaries of Social Security retirement benefits. The average yearly 
benefit for the lowest 20% of income earners receiving retirement benefits in 2008 was 
$10,206 and that represented 94% of tlieir family income. Any cut to benefits will likely mean 
tliat a basic need (like food, medicine, or shelter) will not be met for the people who depend 
almost entirely on Social Security benefits. 

Conclusion 

The undersigned members of CCD strongly support thoughtful efforts to strengthen the Social 
Security system’s long-term financing. Tlie sooner such action is taken the better as the modest 
changes that are required to restore long-term actuarial balance to the program can be made 
gradually and fairly given enougli lime to implement the changes. Strengthening Social Security 
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does mil require cutting benefits. Changing the Social Security COLA to be based on the chained 
CPI-U would do just that. 

We urge the Subcommittee to oppose the use of the chained Consumer Price Index for All 
Urban Consumers ("chained CPI-U”) to determine the Social Security COLA. 


* * * # 

Submitted on behalf of the undersigned members of the Consortium for Citizens with 
Disabilities: 

ACCSES 

American Association on Hcaltli and Disability 
American Council of the Blind 
American Music Therapy Association 
Association of Assistive Teclinology Act Programs 
Association of University Centers on Disabilities 
Autism National Committee 
Bazelon Center for Mental Health Law 
Brain Injiiiy Association of America 

Children and Adults with Altention-DeficiUHyperactivity Disorder 
Community Access National Network 
Community Legal Services 

Council of State Administrators of Vocational Rehabilitation 

Disability Rights Education and Defense Fund 

Disability Rights Legal Center 

Easter Seals 

Epilepsy Foundation 

Goodwill Industries International 

Health and Disability Advocates 

Lupus Foundation of America 

National Alliance on Mental Illness 

National Association of Councils on Developmental Disabilities 
National Association of Disability Representatives 
National Association of State Head Injury Administrators 
National Committee to Preserve Social Security and Medicare 
National Council for Community Behavioral Healthcare 
National Council on Independent Living 
National Down Syndrome Congress 
National Down Syndrome Society 
National Industries for the Blind 

National Organization of Social Security Claimants' Reptesentatives 

National Respite Coalition 

NISH 

Paralyzed Veterans of America 


s 



Special Needs Alliance 
Tile Arc of the Uiiiled Stales 
United Spinal Association 
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National Active and Retired Federal Employees Association 
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(lalnp C. Hughes 
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April 17,2013 

Subcommittee on Social Security 
Committee on Ways and Means 
U.S. House of Representatives 
B317 Rayburn House Office Building 
Washington. DC 20515 

Dear Subcommittee Member. 

A.S you examine proposals to change how inflation is measured for piu^ses of 
detennining cost-of-living adjustments (COLAs) to important earned retirement benefits at 
your April 18. 2013. hearing. I would like to share the concerns of the five million federal 
employees and annuitants represented by the National Active and Retired Federal 
Employees Association (NARFE). 

Inflaiicm protection is a vital part of any federal benefits program, and we welcome a 
discussion surrounding the adequacy of the current measure. We must caution, however, 
that having this discussion within the context of deficit reduction strategies clouds the 
debate regarding the role inflation plays in the lives of our nation's seniors, veteians and 
the disabled. 

.As you consider this i.ssue, i urge you to oppose proposals that would substitute (lie 
chained CPI for the curTeiil index (the CPI- W) as the measure of inflation for federal 
civilian and military rciircmcnt anmnties, veterans’ benefits, di.sability insurance benefits 
and Social Sccuriiv beiiefiis. 

Do not be misled; the chained CPI is not a more accurate measure of inflation for seniors 
Proponents of the chained CPI claim it provides a better measure of inflation by taking inio 
account how consumers substitute one item w'heii the price of another item increases, for 
example, by switching from steak to chicken when the price of steak rises. Accounting for 
this type of substitution, how'ever. fails to measure lower standards of living that result 
from substituting a less desirable alternative. Seniors, in particular, as a result ofliving on 
a fixed income, oflen find such substitution impracticable, as they arc already purchasing 
lower priced goods. 

Second, neither the chained CPI nor ihc CPI-W acctuntely reflects changes in consumer 
prices e.xperienced by the seniors who rely on the measures to adjust their incomes 
appropriately. Notably, while health care accounts for about 12 percent of spending for 
those 62 or older, it accounts for only 5 percent of spending for general population. 

National Active and Retired Federal Employees Association 
>vw>«NARFE.vuu I fi06 N. Wasltioplon SUMl AliMsrxIiia. VA 22314 | phorte 703>a36-7760 | rax 70a'BS8-77BS 
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Meanwhile, health care costs are rising faster than other goods - last year, health care 
inflation was 3.7 percent while the CPI-W indicated the average price of consumer goods 
increased 1.7 percent. 

When you measure costs experienced by Americans 62 years of age or older, as the Bureau 
of Labor Statistics (BLS) does when calculating an experimental price index for elderly 
consumers, the CPI-E, inflation is actually greater than the CPI-W reflects, a clear sign that 
switching to the chained CPI is a move in the wrong direction. 

A switch to the chained CPI is a reduction to the earned and promised retirernent benefits 
of middle-class Americans. Although politicians as ideologically diverse as the members 
of the Republican Study Committee and President Obama have referred to the chained CPI 
as a technical adjustment, that characterization obscures the obvious - individuals who 
have worked their whole lives to earn their retirement benefits will receive less money in 
the future. That sounds like a real benefit cut to them, and it is. 

Using the chained CPI instead of the CPI-W would reduce COl.As by an estimated 0.3 
percent per year. Because this difference would compound over time, it would result in 
estimated yearly benefits 3 percent lower after 10 years, 6.2 percent lower after 20 years 
and 9.4 percent lower after 30 years. 

The average annual Social Security benefit is only $1 5,000 per year. By using the chained 
CPI, someone earning that annuity would receive, in total actual dollars, an estimated: 

• S2.936.45 less after 10 years; 

• S 1 3,6 1 2.09 less after 20 years; and, 

• $36,742.92 less after 30 years. 

How does someone with an income of $15,000 per year make up that difference? 

Federal retirees under the Civil Service Retirement System (CSRS), which does not 
provide Social Security benefits, rely on their federal annuity as their .sole source of 
income. Therefore, a switch to the chained CPI would have a particularly acute impact on 
their retirement benefits. 

Federal employees covered by the Federal Employees Retirement System (FERS) would 
actually be hit twice, through their federal pensions and their Social Security benefit. 
Additionally, FERS does not even provide full inflation protection if inflation is greater 
than 2 percent. With an average annual annuity of$13.l64, FERS retirees also would 
receive an estimated; 


$2,577.02 less after 10 years; 

$1 1,945.97 less after 20 years; and, 
$32,245.58 less after 30 years. 
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Finally, the chained CPI hurts the most vulnerable. Using the chained CPI as an mtlation 
measure would decrease benefits for low income seniors and the disabled, including 
disabled veterans, while simultaneously increasing taxes on lower and middle-income 
taxpayers. Current seniors, especially those who are older than 65. will be hit the hardest 
by a switch to the chained CPI - they are likely to have fewer sources of income, are 
unable to return to work given their age, and have higher medical expenses. 

The average Social Security benefit is $15,000 annually, which is, by itself, a low income. 
For seniors that rely solely on their Social Security benefits, every dollar the chained CPI 
reduces their income may be a vital one. While some proponents of the chained CPI have 
coupled their support for it with an increase in benefits for the poorest elderly, such as 
those receiving Supplemental Security Income (SSI), it is difficult to see how you save 
money for deficit reduction without hurting low income seniors when the average Social 
Security benefit is so low. 

Individuals receiving veterans’ benefits or disability benefits (SSDI) will be hit particularly 
hard by a switch to the chained CPI. Because many of these individuals rely on benefits 
for a longer period of time, the compounding effect from reduced COLAs caused by a 
switch to the chained CPI will take a more substantial toll on their total benefits. 

Additionally, using the chained CPI for tax purposes would increase taxes on lower and 
middle-income taxpayers According to a Joint Committee on Taxation report, by 2021, 
the tax liability for those with incomes between $10,000 and $20,000 would increase by 
14.5 percent, and by 3,5 percent for incomes befiveen $20,000 and $30,000, while those 
with incomes of S I million and above would see an increase of only 0. 1 percent. The 
chained CPI hits our nation’s most vulnerable twice. 


The impact of these combined changes would fall hardest on those who live the longest, as 
their savings dwindle, and on those whose sole source of retirement income is from their 
government benefit, including Social Security and civilian or military retirement annuities. 

For these reasons, I urge you to oppose proposals to base COLAs for federal civilian 
retirement annuities and Social Security benefits on the chained CPI If you have any 
questions or concerns, please contact N ARFE Legislative Director Jessica Klement via e- 
mail at jklement(gnarfe.org or phone at 57I-4S3-1264. 

Thank you for your consideration of NARFE’s views. 


Sincerely, 




Joseph A. Beaudoin 
National President 
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United Stales House of Representatives 
Committee on Ways and Means 
Washington. DC 205 1 5 


Dear Representative: 

On behalf of the more than 3 million members of the National Education Association (NEA). we 
offer our views in connection with die April 1 7 hearing, “President’s and others Bipartisan 
Entitlement Reform Proposals " 


Over the past two years, drastic and austere deficit reduction without accompanying revenue 
increases has marred our economic landscape. Students, teachers, working families and seniors 
- the most vulnerable of our society - have all paid an extraordinary price due to these cuts. 
Meanwhile, some in Congress have shown they are serious about finding a balanced approach to 
moving die country forward and restoring oiu economic strength by putting students ahead of 
political ideology while demanding corporations and the rich pay their fair share in taxes. It 
shows a real commitment to reluming to solid fiscal footing without jeopardizing the important 
economic gains made during the past four years. 

This measured and balanced approach to deficit reduction should be utilized in all arenas - 
especially when considering changes to retirement programs A long held Republican idea, 
which appeared in the President’s FY2014 budget, proposes cutting $100 billion in Social 
Security benefits by recalculating the cost of living for beneficiaries by using the Chained CPI or 
Chained Consumer Price Index. These painful cuts to Social Security benefits by using the 
Chained CPI. as well as S400 billion in new cuts to Medicare, represent an unfair burden on 
those that can least afford and least deserve it - seniors, people with disabilities, and veterans. 

One of the most problematic aspects of the Chained CPI is that the cuts are larger the longer 
you receive benefits By age 85, the individual who began to receive benefits at 65 would be 
losing $984 in benefits that year; by age 95, the annual cut would be $1 ,392. Many seniors do 
not have retirement savings to supplement the income they receive from Social Security. This 
proposed adjusmiem won’t result in seniors choosing to purchase cheaper items at die grocery 
store; it will cause them to choose between spending money on food or on health care. 

For some beneficiaries, the reduced increase in Social Security benefits will be completely 
consumed by the increase in Medicare premiums, which Chained CPI does nor account for, 
effectively leav ing current beneficiaries with no cost of liv ing adjustment at all. No matter how it 
is presented, the use of the Chained CPI is a benefit cut. Social Security belongs to the people 
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who have worked hard all (heir lives, contribuled to the program, and relied on tire promise that 
they and their family will be able to collect benefits that accurately reflect the cost of living when 
they retire. 

Nearly 1.2 million NEA members will be eligible for fiill retirement within the next 10 years. 
Tliese people are educators that hav'e devoted their lives to students. We urge you to think of 
them and tire many working families across this country as you consider the path forward 

Sincerely, 




JU_«_ 


Mary Kusler, Director of Government Relations 
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National Senior Citizens Law Center 

STATEMENT OF GERALD A. MclNTYRE 

NATIONAL SENIOR CITIZENS LAW CENTER 

HEARING ON 

THE PRESIDENT’S AND OTHER BIPARTISAN ENTITLEMENT REFORM PROPOSALS 
U S. HOUSE OF REPRESENTATIVES 

COMMITTEE ON WAYS AND MEANS, SUBCOMMITTEE ON SOCIAL SECURITY 

April 18.2013 

The National Senior Citizens Law Center has for over forty years worked to protect the 
rights of low income older adults with a special focus on issues of health and economic security. 

The annual cost of living adjustment (COLA) for Social Security and other federal 
benefits is an essential element of economic security for older Americans. Without it many more 
would be reduced to living in poverty as they age. For that reason, we oppose the current 
proposal to provide only a partial cost of living adjustment by use of the Chained Consumer 
Price Index (CPI) 

Rather than repeat many of the arguments the Committee has already heard against the 
use of the Chained CPI, we want to indicate our full support for all the positions set forth by 
Nancy J. Altman in hei statement before the Committee on April 1 8, 2013. 

However, there arc a couple of additional points we would like to make. The first is that 
our opposition to use of the Chained CPI extends to all federal old age. retirement and disability 
programs This includes veterans benefits, federal employees retirement programs and 
Supplemental Security Income (SSI). 

Finally, we want to emphasize that the Chained CPI would have a far worse impact if it 
were extended to the SSI program. The reason for this is that the cost of living adjustment is 
applied to tlte SSI program in a way tliat is totally different from all other government programs 
In the case of Social Security, veterans benefits or federal employee retirement benefits the 
COLA is first applied to the individual’s initial monthly benefit. 

In the case of SSI, the COLA is applied, not to the individual's montlily benefit, but to the 
Federal Benefit Rate (FBR), which is the maximum amount of federal dollars that can be paid 
and which serves as the basis of the formula for determining eligibility and amount of benefits 
This is a very important difference. It means that if an inadequate measure is used to detemiine 
the COLA, an individual will feel the cumulative impact in the initial benefit, not just years later 
as with Social Security. 

EXAMPLE - It is useful to compare how a switch to the Chained CPI in 2013 would affect two 
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individuals, Abigail and Bernice, botli age 45 in 2013. Assume that both begin receiving benefits 
at age 65 in 2033, with Abigail receiving Social Security benefits and Bernice receiving SSI. 
Since Abigail receives Social Security Retirement, the Chained CPI will have no impact on her 
initial benefit. However, twenty years later in 2053. when she is 85 years old. she will definitely 
feel the cumulative impact of twenty years of a seriously deficient COLA. On the other hand, 
when Bernice receives her first SSI check in 2033, that initial benefit will already have been 
reduced by the same percentage that Abigail will experience at age 85. When Bernice reaches 
age 85, the percentage reduction in her SSI check will be as great as what Abigail would 
experience with her Social Security benefit at age 105. 

While we disagree with the Administration on the use of the Chained CPI generally, we 
want to commend them for opposing the use of the Chained CPI in the SSI program in 
recognition of this important distinction in how it would apply to SSI. 

CONCLUSION 

It would be a serious mistake to use the Chained CPI to calculate the COLA for any 
federal retirement or disability benefit. To use the Chained CPI for calculating the SSI COLA 
would be especially disastrous both because the percentage reduction in benefit levels would be 
much greater and because this is the most vulnerable group of older Americans. 
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R«tireSafe 


RetireSafe 

Standing Up For America’s Seniors! 

May 23“'. 2(tl3 

Tbir Honorable Sam John.son 

Chairman ofihc House Commtucc on Ways and Mcons Subcommiucc on Social Security 
Chainnan Johnson: 

I submit this sinicinetti ns a spokesman for RctircSafc s supporicis nationwide to voice our continued concern with 

the many discussions concerning our Naiion's debt and (he focus on cutting older Americans’ benefits as a solution for ihai 
debt The issues regardmg Social Security and Medicare reform arc numerous and RetireSafe has taken strong stances in the 
past and will continue to be involved as these discussions go fonvard. Today, however, on the eve of this hearing on 
‘'Bipartisan Entitlement Reform”, we want to focus on one important aspect of reform that has been discussed lately and lias 
found some favorable acceptance by the Adnnnisiraiion and by both Democrats and Republicans. 1 speak of the chained CPI 
and its perceived impact on Social Security and the national debt 

The consumer pnee index (CPI) is a method used to calculate the cosl-of'living-adjustmcnt (COLA) for Social Sccurit)' and 
many other programs The COLA was initiated to ensure that the purchasing power of everyone's Social Security bcncHi was 
not eroded by innaiioii To ensure that the bcncOi check (hey got this year buys the same amount of goods and scfNiccs that 
it bought last year. The chained CPI's acccpUincc has been driven by some economist’s calculation that a COLA based on 
the chained CPI would be smaller, reducing benefit payments and subsequently loweruig the national debt. 1 think it would 
be fair to conjecture that tf the chained CPI would have been estimated to result m an increase in the COLA rather than a 
decrease we would not be having this discussion about the CPI at ail. The point I want to make is that (he chained CPI, or 
any CPI. should not be used as a mciJiod to reduce the debt or to "preserve" Social Security by cuiimg benefits. The CPJ 
used for the calculation of the Social Security COLA should hove only one purpose, to preserve (he value of (he Social 
Security benefit Thai should he its only job. Trying to u.sc it for anything else is dtsmgemious and a trick to hide benefit 
reduction. 


) have written nnincrous times about how and why the CPI that is used today to calculate the COLA is flawed; that it uses 
data for young urban wage earners and clerical workers and doesn’t reflect the spending paiieros or ex|)cnse requirements of 
seniors. We have vigorously supported a bill that would calculate an accurate CPI. (he CPI for Seniors Act, which will 
mandate a fair and corirci CPI for seniors, and thus a fair annual Social Security COLA. That's all it docs, it doesn’t ’'fix" 
anything, and n doesn i reduce anything. It jusi preserves the purchasing power of that Social Security check that .seniors 
count on each and every month. 

It is also imponani to remember that other coiiticmeni reforms tJiai have been put forth to date would only affect fuiure 
Social Sccunty bcncficiancs. The instigation of the chained CPI and (he ensuing rcduclion in bcncHis will affect all seniors 
right now and the compounding affect will increase that impact more and more each year 

An option that dcscn cs serious consideration is the creation of an accurate and fair CPI for seniors to ensure it docs its 
simple and singular job of protecting the purchasing power of the Social Sccunty checks that come each month. EniitJemcm 
reform and debt reduction should be dealt with in a clear ond forlhrighl manner, not hidden behind a chained CPI 




Thair Phillips 
Ptesidenu RetireSafe 

i 6 t 6 II Street NW, Suite 902. WuUiington D.C. 200u6 
wvvw.relireswfe.org 
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Robert Munson 


Robert L. Munson 
120 Howard Ave 
Middlesex, NJ 0884G 
April 17, 2013 


To: House Ways and Means Committee 

Hearing: President's and Other Bipartisan Entitlement Reform Proposals 
Hearing Date; April 18, 2013 
Re: Chained CPI 

My comment is in the fom) of a scenario, which I have not found an answer to on the web. I offer a 
possible interpretation. Is It correct? 

So I go to the store and buy a basket of goods. At the grocery checkout the total comes to $100. My 
(simplified) CPt-U is 100 and my (simplified) C-CPI-U Is 100. 

A few years later, i go again and load up my cart with the same basket of goods. At the checkout the 
total comes to $105, so my CPI-U is 105. But before buying, I substitute oranges for apples and rice for 
potatoes. I have the same nourishment from the groceries, but the substitutions have lowered the total 
price to $104.50, so my C-CPI-U is 104.5. So far so good. 

Then later, for a third time, I return to the grocery store with Information on the prices I paid previously. 
I nobce something unusual - the price of each item is exactly 1096 more than on my first visit. Apples are 
10% more, oranges are 10% more, potatoes are 10% more and rice is 10% more. CPI-U is easy to figure 
out - 110, since my original market basket now costs $110 at checkout Since I have no need to make 
substitutions, the C-CPl-U should also be 110. 

Am I right? Would my (simplified) C-CPl-U be 110, matching CPl-U? 


Robert L Munson 
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On 
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Committee on Ways and Means 
D.S. House of Representatives 

April 18, 2013 
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Testimony of 

Lawrence A. Hunter. l*h.D. 

President 

The Social Security Institute 
on 

The Chained CPI 
Submitted to 

Subcommittee on Social Security 
Committee on Ways and Means 
If.S. House of Representatives 
April 18,2013 

".4 promise mode is a dehi im/iaid. " -Rohen IT Service 


Introduction 

My name is Dr. Lawrence A. Hunter, President of the Social Security Institute (SSI), a 501(c)(4) 
non-profit, non-partisan, seniors' advocacy organization located in The Plains. Virginia. SSI 
seeks to promote the retirement security of today’s seniors and the seniois of tomorrow. Our top 
policy priorities are to ensiue that promises made by Congress to today's seniors in the Social 
Security program are promises kept and to seek reform of the program to make it just and 
sustainable for the seniors of tomorrow. 

On behalf of SSI and the many thousands of seniors who support our efforts, I am submitting this 
written statement in opposition to the proposal to substitute the Chained CPI for the CPI used 
currently (CPI-W) to calculate armual cost-of-living allowances (COLAs) for Social Security 
recipients. 

Three Reasons Not to Substitute the Chained CPI for the Current CPI-W 

For more then three decades, I have conducted and published extensive research on Social 
Security in all its facets, including the financial problems that plague the program long term and 
what must be done to refomi the program. I believe there are three primary reasons Congress 
should reject the President's Chained CPI proposal — a bipartisan proposal supported by many 
Republican Members of Congress. 1 might add. 

First, contrary to much disinformation spread about the CPI. it currently underestimates true 
inllation rather than overestimates it. This is not the first time a president has proposed fiddling 
with the CPI as a backhanded means of cutting Social Security benefits for current retirees. In 
fact, the CPI has been altered numerous times during the past four decades in ways that have 
compounded and exacerbated the understatement of inflation so that today consumer price 
inflation, as reported by the current CPI-W, is understated by roughly 7 percent a year. 

The compounding effects on Social Security benefits of the changes made to the CPI have been 
dramatic As CPI expert John Williams puts it; 


I 



“Changes made in CPI methodology during the Clinton Administration 
understated inflation significantly, and, through a cumulative effect with earlier 
changes that began in the late-Carter and early Reagan Administrations have 
reduced current social security payments by roughly half from where they would 
have been otherwise. . . The compounding effect since the early- 1 990s has reduced 
annual cost of living adjustments in social security by more than a third.” (See 
iHir* ' wM w sh aJtn vstus CMii i ofii civ C L»i i!,uinct rnev i inlcx for a tliorougit analysis of what 
is wrong with the current CPI and how replacing it with the Chained CPI would 
only make matters worse.) 

It would be wrong to compound these errors further by enacting another misguided change to the 
inflation index. If anything, the current CPI should be changed in the other direction to reflect the 
higher rate of inflation more accurately, especially the relatively greater price increases faced by 
most senior citizens. 

Second, Social Security is in need of a complete overhaul, and patchwork proposals such as the 
Chained CPI confuse true reform with ad hoc tinkering designed to reduce spending on the 
program in the name of deficit reduction and debt control. Even if the Chained CPI were well 
conceived — which it is not — substituting it for real reform will only make agreement on real 
refonn harder to obtain. Tinkering with the CPI is not reform, and seniors know it. Finagling 
the CPI only reinforces the cynicism about Washington that pervades die land 

Already Americans believe that when politicians say “tax reform." they mean “tax increases." 
and when they say “Social Security reform,” they mean “benefit cuts.” And make no mistake 
about ir, the so-called Chained-CPl “reform” would constitute a significant benefit cut for 
current retirees According to the Social Security Administration, the average earner retiring at 
age 6.*' would lose $658 each year until they turned 75 under Chained-CPI. and a $1,147 cut by 
85. And. the so-called “birthday bump” in the Obama Administration’s Chained-CPI proposal 
(an increase in benefits in the 20th year to help ofiset the cuts), still fails to make up for the 
benefit cuts. 

Finally, Social Security does not currently contribute to the annual federal budget deficit, and 
therefore it should not be tampered with in the name of deficit reduction. Pinning the blame for 
the deficit and debt increases on Social Security erroneously conflates tomorrow’s anticipated 
Social Security deficits with today’s general fund deficits, which are completely unrelated to 
Social Security and are caused by excessive federal spending m every federal program other than 
Social Security. 

In 2001. the Congressional Budget Office (CBO) projected that combined Social .Security and 
Medicare spending (orange bars in chart below) would equal SI, 21 1 billion in 201 1. Last year, 
combined Social Security and Medicare spending (green bars) amounted to almost exactly that. 
$1,216 billion. 

In other words, as this chart demonstrates. Social Security and Medicare spending combined last 
year was exactly what CBO projected it would be back in 2001 when CBO was projecting a 
$900 billion fedemi budget surplus. At the same time, as the chan also demonstrates, total 
federal spending (red line) rose much faster that was projected (blue line). As a result, the federal 
government spent a trillion dollars more in 201 1 than was projected the day Bill Clinton let) 
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oHice. It is unambiguously clear that the additional trillion dollars in spending came from 
somewhere else, not the retirement programs, and certainly not from Social Security. 


Protected and Actual Federal Spending 
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The Raid On Social Sccurily and Hie Chained CPI Ruse 

For more than 20 yeare after Congress “reformed” Social Security in the mid- 1 980s, American 
workers were forced to overpay Social Security taxes to build up a surplus in die Social Security 
Trust Fund, which now holds more than S2.5 trillion in federal bonds as a result. Workers and 
retirees were promised those surpluses would safeguard and guarantee their Social Security 
benefits and secure them from cuts. 

Instead, Congress raided the Trust Fund and used the surpluses to expand the rest of the federal 
government by spending the surpluses on everything bu! Social Security; on everything from 
paper clips to battleships. 

According to the Social Security Tmstees, there are sufficient federal bonds in tlie Trust Fund to 
ensure that all Social Security benefits are paid in full and on time for another 20 years, until 
2033. This arrangement is no different than private pension funds holding federal bonds as 
assets. Therefore, it is impossible to justify any cuts to Social Security benefits between now and 
2033 on the grounds of deficit reduction and debt control. As for looming Social Security 
deficits after 2033, Congress remains derelict in its duty by refusing to overhaul the program for 
the long terra to avoid the program’s implosion. Arguments that the Chained CPI is the first 
incremental step toward such an overhaul are disingenuous and quite simply baloney. The 
Chained CPI is an immediate benefit cut without a scintilla of real reform, pure and simple. 

The United States Supreme Court ruled in 1 960 (Hemming v. Nestor, 363 U S. 603) that Social 
Security does not constitute a legally binding contract, and therefore Congress may alter or even 
repeal die program at will without paying recipients compensation. However, the promises made 
by Congress to the American people with Social Security combine widi the self-evident quid pro 
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t/im on which the program is based (FICA contributions sooner in exchange for retirement 
benefits later) to create an indisputable political and moral obligation far more importanl dian a 
mere legal contract. Congress has demanded that workers pay a lifetime of FICA contributions 
to earn their promised benefits, and it would be the height of hypocrisy and villianry for 
Congress to renege on that promise because it cannot find the courage to reduce other excessive 
federal spending. 

Additionally, Congress is obliged to pay all interest on the Social Security bonds and redeem 
them when the time comes to pay current retirees’ Social Security benefits in full and on time as 
promised. In tlie words of poet Robert W Sendee, "A promise made is a debt unpaid.” 

The Social Security Trust Fund holds more than S2.5 million of federal debt, and regardless of 
payroll tax cash flow, tliere is no justification for cutting current retirees’ benefits as long as 
interest on that debt and bond redemption provide sufficient revenue to the Trust Fund to cover 
all benefit payments. As the Social Security Administration says, “The investments held by the 
trust funds are backed by the full faith ami credit of the U. S. Government The government has 
always repaid Social Security, with interest The special-issue securities are, therefore, just as 
safe as U.S. Savings Bonds or other financial instruments of the Federal government." 

Reneging on Congress’s Social Security promises by chiseling COLA payments through the 
Chained-CPA ruse would be every bit as devastating to the integrity and legitimacy of the United 
States Government as would reneging on interest or on principal repayment of the national debt 
held by the public. Which raises an interesting question; The principal on Treasury-Inflation 
Protected Securities (TIPS) cturently is adjusted for inflation using the CPl-U, not the CPI-W 
Will the Chained-CPl also apply to TIPS, and if not, why not? If so, this switch would represent 
the first step in reneging on the full faith and credit of the United States Government. And if that 
is the case, which it indisputably would be, why isn’t it also a crack in the full faith and credit of 
the United Slates Goverameni to go back on the promise — lire debt — to seniors who faithfully 
and diligently paid their payroll taxes every payday expecting the government to make good on 
its promise? 

Prioritize Social Security and Cut Other Non-Essential Government Programs 

Congress and die president have spent the United States to the brink of bankruptcy, and 
significant federal spending cuts must be made. However, there is more than adequate other 
extravagant and wasteful federal spending that can be cut to lower the deficit and reduce the 
national debt without touching Social Security benefits for current retirees. 

To be blunt about it, proposals such as tlie Chained CPI are devious ways to take money out of 
seniors’ pockets to pay for Congress’s uncontrollable spending addiction. Proposals such as the 
Chained CPI hide behind technical jargon to renege on the promise Congress made three decades 
ago assuring workers that if they dutifully overpaid their Social Security taxes each and every 
payday of their working careers, their Social Security benefits would be secure. 

Washington insiders become a sad parody of themselves when the co-chairs of the Bowles- 
Simpson Commission play Humpty Diimpty and make words mean whatever drey want by 
putting out statements such as this one: “This change [Chained CPI] should not be regarded as a 
benefit cut or a tax increase It should be regarded more as a technical change to achieve 
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Congress's stated goal of keeping pace with inflation in as accurate a way as possible." 

So now “technical change" is right up there with “tax reform" and “entitlement reform" when it 
comes to Washington disinformation. No amount of hiding behind technical statistical jargon 
can hide the fact that tlie substitution of the Chained CPI for the CPI-W will cut Social Security 
benefits unjustifiably for current retirees, right now and for their rest of their lives. 

Before Congress even thinks about cutting Social Security, it should lay off the hoards of 
meddling, counterproductive bureaucrats who have cushy government jobs at taxpayers’ 
expense — jobs that pay twice what real workers earn in the private sector; bureaucrats who have 
Cadillac healthcare plans paid for by American taxpayers, many of whom can’t even afl'ord 
health insurance themselves; bureaucrats who have the best retirement system in the world, a 
retirement system Washington denies every other working American by keeping them chained 
inside the Social Security system which is a bad deal getting worse everyday that goes by. 

Social Security is fundamentally different than any other government entitlement, both in what it 
promises and the inescapable dependency on government it creates. Social Security constitutes a 
form of serfdom that young workers are forced to enter under the penalty of unemployment or 
even imprisonment if they resist its shackles 

Once someone has toiled as a worker serf for a time, his sen'itude to the state becomes virtually 
inescapable, and anancipation for most people becomes impossible, even in theory. Tlie point 
of no return occurs when the worker serf ceases being able to provide for his own retirement 
because so much of his earnings, which otherwise could have been used to invest in his own 
retirement, have been expropriated by the state to pay retirement benefits for existing retirees 
covered by the program. The worker serf is placated in his bondage with the promise that the 
government will force future worker serfs to do the same for him when he retires — a kind of 
reciprocal serfdom. 

Social Security is unlike Medicare, where even after retirement a retiree theoretically could be 
cashed out of the program and set free to procure medical care on the open market through a 
private insurance arrangement — receiving better care at less cost than under Medicare and 
actually reducing government expenditures in the process. No such arrangement is feasible to 
replace a retiree's dependence on government retirement-income payments once the worker 
passes beyond the point of no return. Like the bite of a vampire, the government's sucking 
sustenance from the worker-host not only debilitates him; it also gradually transforms him from 
worker-host into retiree-parasite. 

Yes, Social Security is broken for the long run but the problem cannot be fixed quickly or 
cheaply, and it certainly cannot be fixed by doubling down on the current model, namely forcing 
everyone to work longer, diiseling benefits, raising taxes or turning the program into a gigantic 
welfare program by means testing it. 

There is, fortunately, a simple way out of this mess, a solution tliat allows Social Security to heal 
itself 
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Free To Choose 

The whole idea of a coercive, govemraeni-woven reiiremeni safety net, for which all are forced 
to help pay, violates fundamental principles of liberty. But once the jaws of the snare have 
closed around so many people, as it has done since the inception of Social Security, it is diflicult 
to extricate the victims without doing them considerable further harm. 

That is why the only solution to reforming Social Security is to give everyone the choice 
between staying in the current system and receiving every penny they are currently promised or 
voluntarily opting out of the existing program into a new system tliat is both financially sound 
and more fully reflects the principles oflibetty, namely allowing workers to invest the money 
they currently pay in Social Security ta.\cs in the private market. 

Many analysts have trapped themselves into believing this opt-out approach is fiscally undoable 
because of the so-called "transition” problem of paying the benefits of everyone who opts to 
remain in the old program while simultaneously allowing workers who opt out to direct a 
sufficient ponion of their payroll taxes into a true retirement-saving plan. But, that is a false 
dilemma based on the false premise that it is impossible to cut otlier federal spending sufficiently 
to make up the revenues required to pay all benefits of those who remain in the old program. 

The federal government has become so bloated that cutting and reallocating other federal 
spending could pay for the cost of paying all the benefits of everyone who wants to remain in the 
program. It is simply a matter of setting priorities and putting a practical and just solution to the 
Social Security problem near, if not at. the top of the list. As I demonstrate below. Social 
Security already has become such a bad deal for yoimger workers— and it is becoming a worse 
deal rapidly every year that goes by — that the system will naturally transition itself, in effect 
healing itself, as more and more younger workers opt out. thus rapidly reducing the out-year 
unfunded liability of the system. 

Giving people the freedom to choose to leave Social Security voluntarily over time is the only 
practical and just solution to the Social Security dilemma. Trying to re-engineer the program in 
the committee rooms of Congress is doomed to make a bad deal even worse while it inevitably 
will shift costs in a counterproductive, anti-growth redistributive scheme. Turning Social 
Security into a gigantic welfare program that makes virtually everyotte in the country dependent 
on government is the antithesis of a viable solution. 

Policy makers who insist on cutting Social Security down to size and turning it into a welfare 
program are trapped in a time warp and don’t seem to realize how dramatically the world of 
Social Security has changed. The original Social Security arrangement — where workers could 
indeed expect a considerably bigher-tban-market rate of return in Social Security benefits in 
e.\change for the taxes they paid — has reversed itself Many workers retiring today can expect to 
receive a negative return on the exchange, and that number will grow in the future. 

Research conducted by C. Kugene Steuerle and Stephanie Rennane of the Urban Institute, makes 
it possible to quantify the magnitude of the problem. Steuerle and Rennane calculate the 
"lifetime value” of both Social Security taxes paid by and benefits promised to workers/retirees; 

"The 'lifetime value of taxes' is based upon die value of accumulated taxes, as if 
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those taxes were put into an account tliat earned a 2 percent real rate of return 
(that is, 2 percent plus inflation). The 'lifetime value of benefits' represents the 
amount needed in an account (also earning a 2 percent real interest rate) to pay for 
those benefits," 

A couple of examples Illustrate the magninides involved. (All amounts are in expressed In 
constant 2011 dollars adjusted to present value at age 65 using a 2 percent real interest rate.) 

A two-eamer married couple both retiring in 201 1 , who both earned the average wage (S43,500 
in 201 1) throughout their working careers would pay a lifetime-value of Social Seciuity taxes 
equal to S61 1,000 and expect to receive a lifetime-value of Social Security benefits equal to only 
$560,000. Right out tlte gate, then, this typical couple pays nine percent more in Social Security 
taxes than they can hope to recover in Social Security benefits, hardly a good deal, And now the 
president wants to cut those benefits more? 

But what if for the sake of comparison. Social Security were repealed and compensation were 
paid, say, by grandfathering all current retirees so they received all their promised benefits (still a 
negative return)? And. what if compensation also were expanded to grandfather in benefits, to a 
lesser extent, of older workers — the extent of the grandfathering being dependent upon how far 
past tlie point of no return a worker had gone in being able to replace Social Security benefits by 
accumulating retirement savings through private investment of the Ifeed-up Social Security taxes 
he no longer would have to pay? Wouldn’t it be possible, theoretically speaking to repeal the 
program for all workers who have not passed the point of no return? In theory, yes but let’s look 
at the data to see what it implies. 

.A couple of average earners age 47 will turn 65 in 2030. By then, they will have paid the 
government a lifetime-value of Social Security taxes amounting to $826,000, and they will 
receive benefits having an expected lifetime value of only $72 1 ,000, a 1 5 percent discrepancy, 
which measures the increasing magnitude of the net loss Social Security is imposing on workers 
[Had they been permined to invest that same sum during their working careers and earned the 
average, afler-tax rate of return to capital during that period— approximately three percent real — 
the lifetime value of llieir funds would have equaled slightly more than a million dollars at age 
65.] If Social Security were repealed next year — again for the sake of demonstrating how far 
under water workers are submerged in the ptogratn — the value of the Social Security taxes this 
couple already paid since they began work at age 18 in 1983 would amount to $369,000. which 
would become, in efl’ect. abandoned assets. 

What would this couple’s chance of recouping lost benefits be if they could invest the freed-up 
income they no longer would be forced to pay in Social Security taxes after repeal? Using 
Sleuerle’s and Rennane's same assumptions, the couple would be able to accumulate at age 65 
only $277,000 by investing their freed-up Social Security taxes. So. under uncompensated 
repeal, this couple not only would be forced to forfeit without recompense all the taxes they had 
paid prior to repeal ($369,000), they also would fall short of replacing the repealed Social 
Security benefits ($72 1,000) by some $444,000. Without providing compensation well down the 
age ladder, it is clear the bad deal becomes worse after repeal for a significantly sized cohort of 
workers too old to dig themselves out of the hole Social Security dug them into and too young to 
benefit from the Social Security windfall that profited their elders. 
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This hypolhetical repeal scenario is meant to illustrate the unavoidable problems Congress will 
encounter if it tries to re-engineer Social Security without providing people a guarantee and a 
choice This circle cannot be squared front inside congressional committee rooms. 

A few back-of-the-env'elope calculations suggest tlrat most workers currently over the age of 30 
would be harmed to some extent by an hypothetical uncompensated repeal solution. For 
example, the 47 year-old couple of average earners passed the point of no return around 1995. In 
other words, had Social Security been repealed in 1995 when they were .30, the couple would 
have been able to accumulate a lifetime value of retirement benefits of approximately S692.000 
at age 65 by investing their freed-tip Social Security taxes at an after-tax, three-percent real rate 
of return, which still would fall four percent short of replacing the pre-repeal value of their 
promised lifetime Social Security benefits of 5721,000. 

The point of this exercise is to illustrate that any reform imposed on everyone, from outright 
repeal to a re-jiggered pay-as-you-go scheme, necessarily will create new winners and losers and 
thus end up breaking faith with the American people. The only way out of this dilemma is first 
to prioritize Social Security at the tup of America's spending priorities. Second, make an iron- 
clad commitment to pay all promised Social Security benefits, in full and on time, to any worker 
who desires to remain in Social Security. Third allow any worker who wants to do so to opt out 
of Social Security and direct titcir FICA contributions into a real retirement-saving plan. Fourtlt. 
cut the rest of government to pay for it. Workers past the point of no return will remain in the 
program while the vast majority of workers not yet beyond the point of no return will opt out in 
large numbers to gel a better deal. 

Social Security has become such a bad deal, getting worse everyday, that an increasing share of 
workers will opt out as lime goes by, and the program will naturally go tlie way of the horse and 
buggy without the need to actually repeal or re-engineer it or go broke trying to salvage it as 
currently configured. Guaranteeing workers who choose to stay in the program all the benefits 
they have been promised — unadulterated by benefit cuts. COLA chiseling, means testing, higher 
minimum retirement ages and other re-engineering devices — will avoid a war between winners 
and losers and will eliminate Ute need to concoct a compensabon scheme for losers, which itself 
would likely to turn into a politically manipulated boondoggle. 

Conclusion 

The following two principles should guide Congress in deciding how to overhaul Social 
Security. 

• Freedom to Choose: Allow workers who desire to do so to opt out of tlie program and 
direct their FICA contributions into a true retirement program with a range of options. 

* Promises made, promises kept; Guarantee workers w'ho are in loo deep to opt out that 
they will receive everything SrK'ial Security promises if they elect to remain in the 
program. 

There is plenty of money available to overhaul Social Security and remain faithful to both 
principles, if only Congress would prioritize Social Security at the lop of the list and cut the rest 
of excessive, non-essential federal spending to pay for it. 

Thank you. 
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